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PREFACE 


Within the past twenty-five years the science of investment 
has assumed aspects of complexity in proportion to its increas- 
ing importance. The extension of the corporate form as a 
means of conducting enterprises has greatly facilitated the in- 
vestment process, while the phenomenal increase in our 
national wealth has resulted in giving large numbers of our 
population capital for investment purposes. It is but natural, 
therefore, that a field, hitherto explored for the most part by 
bankers, investment co of insurance companies, and a 
relatively few wealthy individuals, should now become a matter 
of lively interest to a much larger group of individuals, con- 
stituting the so-called middle class. 

This situation has a twofold interest for the student of 
economics. There is, of course, the strictly vocational aspect 
of the science. A thorough understanding of the principles of 
investment is indeed of the utmost importance to the man who 
anticipates entering the banking field, as a commercial or an 
investment banker. The same may be said of the man who 
expects to engage in the selling of securities. Many lawyers, 
especially those who engage in the work of administering 
estates or who act as trustees, must also be thoroughly familiar 
with the subject. On the other hand, nearly everyone hopes, at 
least, to accumulate some capital during his life and quite natu- 
rally desires to employ this in a way that will bring him the maxi- 
mum return consistent with a minimum risk. This desire can 
be accomplished only by a reasonable familiarity with the 
principles of investment. 

Quite apart from the vocational aspects of the subject, how- 
ever, one finds that it has a social significance as well. Material 
progress depends upon a growing fund of capital goods. 
Capital goods, in turn, require the double process of saving 
and investing. From a social standpoint, saving is meritorious; 
yet no benefit accrues from the saving process until direction 
has been given to that which is saved. It is this last process 
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that we call investment. It is quite impossible in any one work 
to cover exhaustively the entire field of investment. There are 
so many ramifications to the subject that no one man can ever 
say that he has thoroughly mastered them all. One man may 
be fairly well versed in industrial securities; another, in public 
utility securities; another, in securities of railroads; and still 
another, in municipals. To combine a thorough knowledge of 
all fields, however, is humanly impossible. So it is with the 
preparation of a book of this nature. It is possible to cover 
only in a rather broad way the more important aspects of the 
entire field, and to develop those fundamental principles of the 
science which may be applied later in the process of specializa- 
tion. This is the aim of the present work. 

The arrangement to be followed provides for a division of 
the subject into four major parts. Part I we shall call 
Introduction. Here will be considered some of the more 
general aspects of the problem, such as its historical develop- 
ment, factors bearing on the demand for, and supply of, 
loanable funds, the return on invested capital, and the question 
of investment policies. Part II will be devoted entirely to the 
contract aspects of various kinds of investments. After a brief 
consideration of bases for classifying securities, consideration 
will be given to the contractual features attached to different 
types of secured and unsecured bonds, as well as to special 
types of bonds. The same treatment will be accorded pre- 
ferred and common stocks. A constant effort will be made in 
this section to point out the relative desirability, from the in- 
vestor’s standpoint, of the more common provisions found in 
different types of securities, as well as to show clearly the in- 
vestment characteristics of each major group. In Part III we 
shall consider the entire question of financial analysis. Various 
methods will be set up for analyzing and comparing the finan- 
cial status of important groups of companies. Consid- 
eration will be given to industrial companies, public utilities, 
railroads; to the securities of financial institutions, such as insur- 
ance companies, banks, and investment trusts; to real estate in- 
vestments and government and foreign securities. It will be ob- 
served that a sharp distinction has been made between analysis 
of the contractual features and analysis of the financial status of 
investments. Important as each kind of analysis is to the invest- 
ment problem, they differ fundamentally in theory and hence 
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are treated separately. Some acquaintance with the funda- 
mentals of accounting is desirable in connection with financial 
analyses, although an effort has been made in the following 
discussion to cover enough of the accounting principles in- 
volved to enable the student with little or no training in ac- 
counting to grasp the points herein treated. In Part IV are 
considered the mechanics of investment. The routine and 
procedure followed in the purchase and sale of securities, as 
well as the mathematics ordinarily required to compute bond 
and stock yields and interest rates, are described. The more 
important services available to the investor are likewise de- 
scribed. Taxation in its relation to the investment problem 
is considered in another chapter. The final chapters are de- 
voted to a consideration of the relationship between the busi- 
ness cycle and fluctuations in investment values. 

When treating a field so broad in scope as the present, it is 
a perplexing problem to decide the limits that should be set in 
respect to subject matter. For the student or reader who 
wishes to specialize in the field of investments, a complete 
treatment is desirable. Where the book is to be used as a text 
for a single semester course, on the other hand, it is suggested 
that the following chapters be omitted: Chapter XV, dealing 
with the regulation and economics of public utilities; Chapters 
XX and XXI, dealing with the securities of banks, insurance 
‘companies, and investment trusts; and Chapter XXIX, dealing 
with taxation and investments. 

The basis for exclusion here is the somewhat specialized char- 
acter of the material in these chapters. However, the teacher 
conducting the course may have good reasons for making a 
different selection. Thus, where the class has already studied 
corporation finance, it might be possible to omit a substantial 
portion of Part II. In any event, an effort has been made to 
treat various topics as integrals, for the purpose of assisting 
the teacher or student in arranging the amount of reading best 
adapted to his own circumstances. 

Throughout the entire book, an effort has been made to 
combine the theoretical point of view with the practical. In 
the treatment of a subject of this kind, there is the danger of 
leaning too far in one direction or the other. The author’s 
experience in the field has at least brought him in touch with 
both of these points of view. For five years he has been in 
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charge of the courses in corporation finance and investments 
at Brown University. During the past six years he has acted 
as consultant in a number of tax cases in which he has been 
called upon to value a rather wide range of industrial securi- 
ties for inheritance and income tax purposes. For a year and 
a half he was in charge of the statistical department of Bodell 
& Company, ia yesteiane Bankers. At the present time he has. 
supervision of the investments of certain large estates in Rhode 
Island. It may rightly be inferred, ahenetare that the present 
book represents an effort to combine the more important prin- 
ciples, both practical and theoretical, evolved in the author’s 
mind as the result of these experiences in the field. The 
arrangement followed in developing the material is essentially 
that used in the courses the author conducts at Brown Uni- 
versity. 

The author desires to express his deep appreciation for the 
suggestions made by Professor James P. Adams of Brown 
University in respect to the arrangement and material in the 
chapters on public utilities. Dr. Lucy W. Killough deserves 
much credit for her painstaking work in editing the entire 
manuscript and checking the statistical material, and in the prep- 
aration of charts. To Mrs. Agnes G. Badger appreciation is 
due for careful attention to the detail work in preparing the 
manuscript. 

RALPH E. BADGER 
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PARTI 


CAPITAL AND INVESTMENT POLICY 





CHAPTER I 
IN TRODUCTION 


Stages in economic development.—Economists sometimes 
classify the various stages in the development of human society 
according to the characteristic methods of acquiring a liveli- 
hood. The four periods customarily appearing in such a classi- 
fication are as follows: the hunting and fishing stage; the agri- 
cultural stage; the handicraft stage; and, finally, the industrial, 
or capitalistic, stage. Capital, in the economic sense, has been 
employed by man since he first fashioned crude hunting imple- 
ments. Not until the latter part of the eighteenth century, 
however, can it be said that capital has played a dominant part 
in our economic structure. Even as late as the handicraft 
period, such capital as was employed was mostly in the form 
of tools used by men who produced largely by hand. Under 
this system, minute division of labor, as we now know it, was 
nonexistent. The worker was largely responsible for the entire 
product, and no considerable amount of investment was neces- 
sary to enter production. Individual skill and craftsmanship 
were at a premium, while standardization and quantity produc- 
tion were unknown. 

Late in the eighteenth century, a distinct change in produc- 
tion methods occurred. The economic revolution which 
occurred in England between 1770 and 1800 was occasioned by 
a series of inventions in the textile industry and the perfection 
of the steam engine. The opening of new territories, improved 
methods of transportation, and the widening of markets that 
quickly followed added impetus to the movement, with the 
result that, at the beginning of the nineteenth century, the old 
methods of hand production were obsolete. Ownership of 
factories and machines gradually came into the hands of 
capitalists, and, consequently, the workers no longer owned the 
tools of production. 

The chief characteristic of this new system is the manner 
in which labor is utilized. Instead of proceeding immediately 
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to the manufacture of an article, say, shoes, labor is first em- 
ployed in the erection of a factory and machinery. Later, more 
labor is employed directly in the manufacture of shoes; but 
not for some time—perhaps several years after the initial steps 
were taken. The results of machine production are division 
of labor, specialization, and greatly increased production. In 
fact, the further this development is carried, the more special- 
ized the equipment, and the greater the output. 

The sine qua non of this system of production, however, is 
the existence of a fund of capital. There must be a class of 
persons who are in a position to divert a part of their current 
income to the production of factories, railroads, machines, raw 
materials, and other goods,’ which, of themselves, are unable to 
satisfy the wants of final consumers, but which are used for 
purposes of further production. This class of goods the econ- 
omist calls capital in contradistinction to goods or services 
which are destined for immediate consumption, and it is im- 
portant for us to recognize and to maintain this distinction. In 
economics the term “‘capital” is used to denote factories, goods, 
or services which, of themselves, are not available in final form. 

Material prosperity and capital accumulation.—Enough has 
been said to indicate that the prosperity of a nation to-day 
depends, in large measure, on the existence of a growing fund 
of capital goods. The United States, England, Germany, Bel- 
gium, and France are certainly among the richest nations 
of the world from the standpoint of capital, and at the same 
time they are among the best supplied with material wealth. 
Countries like Russia and China, as well as some of the south- 
eastern European nations, have relatively little capital at their 
command. Agriculture is carried on with primitive tools; and 
manufacturing, in many instances, is conducted under the handi- 
craft system, with the result that the productive power of labor 
is very low. There is, of course, a close correlation between 





1 There is a general distinction in economic theory between producers’ goods, 
or capital, and consumers’ goods. See Taussig, Frank W., “Principles of 
Economics” (3d ed.), Vol. I, p. 69, Macmillan Co., New York. While adherence 
to this distinction is not unanimous (see Fisher, Irving, “Elementary Principles 
of Economics,” p. 38, 1913, Macmillan Co., New York), it will be maintained 
throughout this book. In general “capital” will be used to designate those goods 
or services used for purposes of further production, as distinct from goods used 
for consumption purposes. See Carver, Thomas N., “Distribution of Wealth,” 
p. 125 ff., 1904, Macmillan Co., New York; Clark, John Bates, “The Distribu- 
tion of Wealth,” Chapter IX, 1924, Macmillan Co., New York. 
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the productive power of the laborers of a country, their real 
wages, and the standards of living. A partial explanation of 
the economic well-being of a nation is found, therefore, in the 
relative amount of capital at its command. 

The use of indirect methods of production, a high degree of 
specialization in industries, the use of specialized machines, the 
development of adequate means of transportation and com- 
munication—all require capital. Capital, on the other hand, 
requires a saving from current income. That is, the creation 
of capital goods requires willingness and ability on the part 
of some people in the community to forego the immediate con- 
sumption of a part of their current income and its diversion 
to the production of machinery, factories, railroads, and other 
kinds of producers’ goods. 

Unquestionably the saving process depends on two things: 
(1) willingness, and (2) ability. Thus, while two nations may 
have similar or equal national incomes, one may practice 
greater thrift than the other and thereby create a larger fund of 
capital. On the other hand, the extent to which an individual 
or a nation can save will depend on the amount of its income, 
since there is a minimum of income necessary to existence, out 
of which any saving is impossible. It might be argued that we 
are reasoning in a circle when we state that saving depends on 
the amount of a nation’s income, and this income, in turn, 
depends on the amount of capital it has at its command. A 
moment’s reflection, however, will show that the amount of 
capital a nation has is only one of the factors contributing to 
the amount of its income. Other factors are the existence 
of natural resources, the skill and organizing ability of its 
people, its climate, its geographical situation, the fertility of 
its soil, and so on. 

It is, of course, far beyond the scope of this book to analyze 
the underlying causes for national success or failure. These 
are partly economic, partly psychological. Despite the wide 
range of influences which have a direct bearing on national 
prosperity, however, we are entitled to assume, for our present 
purposes, that the act of saving, which is the first step in the 
investment process, is one of vital importance to the individual 
as well as to the nation.” 





2 An effort should be made to appreciate the significance of saving from a 
fundamental point of view. We are accustomed, in everyday thought, to con- 
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Investing closely allied to saving.—Closely allied to the 
act of saving is that of investing. The mere setting aside, or 
the accumulation, of present goods, or money—the customary 
term now in use when we speak of wealth—is only one half 
of the entire investment process. It is necessary that direction 
be given to the employment of wealth that has been saved. 
The parable of the five sons contains a wholesome lesson for 
us even to-day. The son who buried his talent made no con- 
tribution to the progress of the world. Likewise, the man 
who hoards his gold has saved, but his act of saving has not 
benefited society. The completed process involves, first, sav- 
ing, or foregoing present consumption; secondly, the act of 
using that which has been saved in the creation of producers’ 
goods. This may be done in several ways. The saver may 
himself acquire capital goods; he may intrust his savings to 
some one who, individually or through partnership, conducts 
some form of business enterprise; he may turn his funds over 
to a corporation in return for its stocks or bonds; or he may 
simply commit that which he saves to a bank or an insurance 
company, or to some other form of financial institution, which, 
in turn, will proceed to employ it for him. This second part 
of the transaction we call investing. Investing, therefore, may 
be defined as the act of intelligently determining the uses to 
which capital shall be put. 

Whereas the importance of a growing fund of capital to 
the well-being of a nation is universally recognized, the direc- 
tion or employment of this fund to the best advantage of 
society is no less important. The mere act of saving, com- 
mendable in itself, is of no benefit to the community, unless 
proper employment is made of that which is saved. The erec- 
tion of a plant to manufacture a perpetual motion machine is 
a mere waste of resources. Likewise the attempted develop- 
ment of a mine in a territory where the ore content is too low 
to be of any real value represents an economic loss. Capital 
intrusted to a corporation that is operated by unscrupulous 
promoters merely for the purpose of selling securities is like- 





sider saving merely in the light of laying aside money, by putting it in the 
bank, or otherwise investing it. This act has a wider significance. By it we 


forego immediate consumption and divert labor and resources to the production 
of capital goods. 
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wise lost from a social standpoint. One of the sad stories of 
our present-day life centers around the hundreds of millions 
of dollars that are lost annually in fake oil wells and other 
dishonestly promoted schemes by the uninformed, who commit 
their hard-earned savings to such enterprises in the hope of 
receiving alluring profits that never come. But far worse than 
this in terms of social loss is the number of failures of 
legitimate businesses. Thus, in the United States, in 1926, 
21,773 concerns, out of a total of 2,158,457, failed, with 
liabilities aggregating $409,232,000.* The latter losses result 
not from dishonesty but from incompetence and inability on 
the part of entrepreneurs who have been unable properly to 
manage either their own funds or those intrusted to them by 
others, or from the attempted development of enterprises for 
which there was no real economic need. 

The science of investment.—Looked at from a broad stand- 
point, the science of investment deals with the employment of 
capital. The individual is rewarded for his success or penal- 
ized for his failure in the investing of his private funds by 
the pecuniary return or loss he suffers. As we have suggested, 
however, there is a social as well as an individual aspect to 
the problem. Resources and labor committed to enterprises 
which cannot profitably fill some economic need are wasted 
and society as a whole loses. The same situation may be said 
to exist where loanable funds are placed in the hands of those 
who are unable properly to manage undertakings. Here the 
same result is met: loss to the individual investor, and an 
economic waste of society’s resources. 

Thus are brought to light two of the most fundamental 
principles of investment: the enterprise sponsored should fill 
a definite economic need in a manner capable of yielding a 
profit; and the management of the enterprise to which funds 
are intrusted should be both efficient and honest. 

These two cardinal principles, important as they are, can 
rarely, if ever, be measured statistically, as can many other 
factors in the problem. This word of caution is given early 
in an effort to make clear the fact that, regardless of the con- 
clusions which may be deduced from elaborate financial 





3“U, §. Statistical Abstract,” 1926, p. 309. 
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analyses, much depends, after all, on the nature of the enter- 
prise and the character of its management. Both of these 
factors will be reiterated in subsequent pages, with examples 
here and there further to illustrate their vital significance to 
the investment problem. 

The social importance of studying the science of investment, 
as we see, arises from the necessity of properly employing the 
surplus funds—the capital—of society. It is true that, 
throughout this discussion, emphasis will be placed on the in- 
dividual’s problem; yet, that which proves profitable for the 
individual generally proves advantageous to the community. 
Our competitive economic organization has a very consistent 
record of rewarding those who serve it best, and of penalizing 
those who, however good their intentions, fail to contribute 
in an economic way to its varying needs. While we shall 
neglect further to emphasize the broad social aspects of the 
problem in later pages, it will not be because they lack im- 
portance. Concrete development requires us to consider the 
entire subject largely from an individualistic point of view. 
But, in so doing, we do not for a moment admit that our study 
is entirely devoted to profit-making formulas. The entire sub- 
ject of investment is closely tied up with the economic welfare 
of society. 

Historical development of the investment problem; early 
forms of investment.—It is only within comparatively recent 
years that the subject of investment science has commanded 
any very widespread interest. When simple methods of 
production prevailed, and when the various factors of produc- 
tion were generally assembled under one person, there was 
little opportunity for investment in the modern sense. This 
does not imply that some aspects of the problem as it exists 
to-day were not then present. 

The development of large undertakings by means of divi- 
sion into shares, for instance, may be traced back to the forma- 
tion of associations in Rome for the farming of taxes. Under 
this arrangement the tax farmers (or collectors) associated 
with themselves capitalists, who advanced funds for the pur- 
chase of rights to collect taxes and shared in the profits of 
these operations, although they themselves had no share in 
managing the enterprises. The shares of these associations 
were quoted and were subject to considerable speculation until 
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Augustus reorganized the entire system of taxation in the 
Roman Empire.‘ 

Public loans of Italian cities——More closely akin to our 
modern dealings in transferable securities, however, was the 
issuance of public loans by the Italian cities of Venice, Genoa, 
and Florence, in the Middle Ages. As early as the twelfth 
century the Bank of Venice was formed to act as transfer 
ofhce for the national debt. Dealings in the French debt also 
date back to the Middle Ages, and by the sixteenth century 
we find speculation in City of Paris bonds promoted by 
chicanery on the part of the nobles and the king, who probably 
kept his favorites informed as to the state of the public 
treasury. 

Development of bourses.—Accompanying these dealings in 
state debts was the development of bourses of commerce on 
the continent, or of public places, where merchants, bankers, 
brokers, and others met to deal in bills of exchange, large 
enterprises, insurance, loans, and similar matters.° Early 
impetus was given to speculative trading on these various 
bourses by the formation of the Levant Company in 1581 and 
the Dutch East India Company, chartered in 1602. The 
shares of the latter company were transferable to bearer, if 
desired in that form, and were actively traded in on the Am- 
sterdam Bourse. While the French East India and West 
Indies companies were established during the latter part of the 
seventeenth century, the shares of these companies were sub- 
scribed to largely by the king and his associates and did not 
appear to any great extent on the exchanges. Shares in the 
Bank of England, however, were actively traded in during the 
last decade of the seventeenth century. It is significant that 
the early use of the joint stock principle in England was rarely 
applied to manufacturing enterprises. At the opening of the 
eighteenth century Adam Smith observed that “the funded 
debt, the Bank of England, and the East India Company were 
the only examples of really large and safe investments.” 

Speculative and investment transactions in negotiable securi- 





4Jannet, Claudio, “Le Spéculation, et la Finance au XIX@ Siécle,” Paris, E. 


Plon, Nourrit et Cie, 1892, p. 337. 
5 Martin, Germain, “La Grande Industrie en France sous le Regne de Louis 
XV,” Paris, A. Fontemoing, 1900 (in Bibliothéque de la Société des Etudes 
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ties developed most rapidly in England, after the opening of 
the eighteenth century, although the speculative outbursts occa- 
sioned by John Law’s schemes for readjusting the national 
debt of France and the Mississippi bubble indicate that trading 
was by no means absent in France. 

During the nineteenth century we find trading in securities 
carried on in a regular and orderly way on the London Stock 
Exchange, the Paris Bourse, and the New York Stock Ex- 
change, which was officially organized as early as 1817. Early 
dealings in this country were chiefly in the national debt, which, 
in 1816, amounted to $108,510,000.° ‘There is, however, a 
record of trading as early as 1801 in bank and insurance 
shares.” 

Development of corporations and the investment problem. 
—The rapid industrial expansion which took place throughout 
the world during the nineteenth century was naturally accom- 
panied by a corresponding development in methods of finance. 
The perfection of the corporate form of organization in this 
country and of the joint stock company in England has been 
one of the greatest factors in encouraging investment in the 
modern sense, and has greatly facilitated business undertakings 








6 Conant, Chas. A., “The Evolution of Negotiable Securities,” Bankers Maga- 
zine, Vol. 70, p. 29. 

7Pratt, Sereno S., “Work of Wall Street,” p. 6, 1919, D. Appleton & Co., 
New York. An advertisement which appeared in the first issue of the Evening 
Post, Nov. 16, 1801, contains the following list of offerings: 
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on a large scale. In fact the corporation is to-day by far the 
most important type of business organization. While it is 
true that 47.6 per cent of all manufacturing businesses report- 
ing to the United States Census Bureau in 1919 were partner- 
ships or individually operated, they produced less than 6 per 
cent of the total value of manufactured products. In the 
public utility, railroad, and banking fields by far the greater 
number of enterprises are conducted as corporations. The 
reasons for the extensive growth in the corporate form of 
organization lie in its superiority over other forms of co6pera- 
tive business undertaking. The corporation is perpetual in 
life, unless terminated for cause, or unless its life is limited 
by the terms of its franchise; limited liability is enjoyed by the 
shareholders, except in the case of banks, in which case double 
liability goes with ownership of the stock; opportunities are 
offered for specialization among owners and creditors in 
respect to risks and participation in profits; and investment is 
facilitated by means of divisible and transferable shares. It 
is no exaggeration to state that our great industrial and finan- 
cial development would have been impossible without some 
form of business organization offering the same advantages as 
the corporation. 

The first private enterprises to be promoted as corpora- 
tions in the United States on an extensive scale were the rail- 
roads. Likewise, public interest in private enterprises centered, 
at first, largely around the securities of our railroads. The 
stock of the Mohawk & Hudson was the first railroad stock 
to be listed on the New York Stock Exchange. This took 
place in 1831. Thereafter, railroad securities rapidly assumed 
an important role in American finance and really dominated 
the investment market of this country until the opening of the 
present century. The favoritism shown rail securities was 
prompted, no doubt, by the public character of the railroad 
business and its importance in the minds of investors. 

Recent tendencies in the investment field—During the last 
quarter of the nineteenth century an increasing interest was 
shown in industrial securities, but not to the exclusion of rail- 
road securities. The railroads, during this period, were con- 
stantly improving their financial status through the consolida- 








8 Pratt, Sereno S., “Work of Wall Street,” p. 10, 1919, D. Appleton & Co., 
New York. 
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tion of small roads into great systems, thus eliminating 
competition and stabilizing earnings.? Whereas, the develop- 
ment of industrial companies was rapid at this time, it is never- 
theless true that they suffered from cutthroat competition and 
consequent instability of earnings. It was not until the era of 
industrial consolidation, which came after the opening of the 
twentieth century, that industrials were looked upon with 
favor, and even to-day they are considered the least stable of 
all the major groups of enterprises. 

Except for a few gas and water companies, the public utility 
industry, prior to 1890, was to all intents and purposes un- 
known. At least it may be said that it did not exist as we now 
know it. After 1890 a rapid development in the use of electric 
traction took place, and at the opening of the present century 
the electric light and power industry really started on its 
remarkable career. Other public utilities, such as the telephone 
and the telegraph, have likewise enjoyed a rapid extension 
during the present century, while the gas industry has also 
shown a healthy growth. 

Present scope of the science.—The rapid commercial and 
industrial expansion which has occurred in this country during 
the past fifty years, accompanied by an increasingly complex 
financial structure, has focused attention more and more on 
the science of investment. Some idea of the growing impor- 
tance of this science may be gained by considering recent 
estimates of the amount of securities outstanding in the United 
States alone. It has been estimated that the total value of 
physical property in this country in 1904 was $107,104,000,- 
000,*° while the visible outstanding securities for that year, 
exclusive of intercorporate holdings, was $24,393,932,683, 
with a market value of $35,460,605,877." 

In 1926, the value of securities outstanding has been 
estimated at about $15§3,000,000,000, made up as follows: 
industrial and miscellaneous, $51,000,000,000; railroads and 
public utilities, $41,000,000,000; government, state, and munic- 





® An excellent short account of the more important consolidations may be 
found in Jones, Eliot, “Principles of Railway frei ” Chapter XVII, 
1924, Macmillan Co., New York. : 

LOM ES: Statistical é.bstract,” 1926, p. 283. 

11 Conant, C. A., “World’s Wealth and Negotiable Securities,” Atlantic 
Monthly, Vol. 101, No. 1, pp. 97-104. 
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ipal, $31,000,000,000; * and real estate and farm mortgages, 
$30,000,000,000."* The total wealth of the country was 
estimated, in 1922, as $35 3,000,000,000."* Although it appears 
that a larger proportion of the community's wealth was 
represented by securities in 1922 than in 1905, this conclusion 
is not fully warranted in view of the possible error in 
estimating the amount of outstanding securities. Nevertheless, 
the total par value of securities outstanding at the beginning 
of the present decade had reached an impressive total. 
Complex nature of the problem.—During the past several 
years the annual flotation of new securities has ranged between 
four and five billions of dollars, including government as well 
as corporate issues.** ‘The proceeds of these new issues were 
used, in part, to retire or refund outstanding obligations; and, 
in part, to develop new projects or additions to old ones. 
These figures, while giving some idea of the magnitude of 
current financial operations, fail to convey any adequate idea 
of the complexities that surround the problem of investment. 
With the development and refinement of the corporation as 
a form of business organization, there has been a constant 
tendency to increase the number of different types of securities 
offered for sale to the investing public. While certain broad 
classes of securities whose character has been but little changed 
still remain, there is, nevertheless, a constant effort to intro- 
duce new safeguards and to vary investment risk and par- 
ticipation in profits to fit the needs of the individual purchaser. 
On the other hand, promoters and investment bankers are 
frequently desirous of securing capital without giving full con- 
trol of the corporation to outside stockholders. ‘These con- 








12 Moody’s “Inyestors’ Service,” “Industrials,” 1927, p. xliii. 

13 For latest available estimates, see pp. 47, 48, and 49. 

14 “National Wealth and Income,” Federal Trade Commission, 1926, p. 2. 

15 “U, §. Statistical Abstract,’ 1926, p. 305. Total capital issues, including 
corporate, foreign government, farm loan, and municipal, 1920 and 1926, were 
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flicting motives have produced a veritable maze of different 
types and classes of stocks and bonds, running all the way from 
a sumple first mortgage bond of an operating company to a 
convertible bond, with attached warrants, of a holding com- 
pany. The same variation in the basic investment contract is 
likewise found in stock issues. Preferred stocks may be sur- 
rounded by none or by a dozen different safeguards, and com- 
mon stocks are no longer simply evidences of ownership as in 
the past. The recent use of nonvoting, Class A common stocks 
has introduced a new instrument of finance, the effects of which 
we are yet unable to appraise. 

At the same time, new forms of enterprise have been devel- 
oped to such an extent that it is no longer possible to con- 
struct a classification of enterprises according to their nature. 
The customary grouping of securities into government, munic- 
ipal, railroads, public utilities, and industrials is no longer 
suficient. The truth of this is illustrated by two simple 
examples. Under public utilities we must provide subdivisions 
for the securities of electric power and lighting companies, 
and of gas, electric railway, and water companies. Yet, elec- 
tric power and lighting companies may operate either with 
steam or water power, and the modern public utility holding 
company may be made up of operating companies which come 
under all four of the previous classifications. The term “in- 
dustrial companies” is likewise too broad to be of real value. 
Under this head, for example, must be classed such diverse 
enterprises as copper mining, the manufacture of electrical 
equipment, fruit growing, radio manufacturing, railroad equip- 
ment companies, and so forth. In other words, a classification 
of types of securities, or of enterprises, in order to be of real 
value to-day, must be extremely detailed, so much so in fact 
that it is liable to become cumbersome. 

Need for scientific study: Investment versus Gambling.— 
Whereas the task of mastering the subject of investment to-day 
is far more difficult than formerly, in that it is vastly more 
complex, it is none the less interesting. It is likewise true that 
the field now offers as great or greater rewards for those who 
really devote serious study to its many ramifications. There 
are some successful investors who, by devoting constant atten- 
tion to their commitments, are able to earn from 15 to 25 per 
cent year in and year out on their funds. Such investors, how- 
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ever, employ a portion of their funds in common stocks or 
convertible bonds. This can be done, however, only by an 
exhaustive study of market factors and securities and does 
not result from a mere reading of various financial services, 
or by following random “‘tips.””. The author has had occasion, 
during the past five years, in connection with a variety of work 
that he has done, to follow closely a wide range of financial 
literature, including many of the current services and current 
brokers’ opinions. Some have real merit, in that they actually 
analyze the securities on which they offer advice. Most of 
them, however, are worthless, in that they are inspired by a 
desire to promote the sale of a particular security, or are 
backed up by the most casual study of the facts involved or 
represent mere street gossip. [The man who indiscriminately 
follows this literature, the suggestions of brokers’ clerks, or 
even the suggestions of the average broker, and who buys 
stocks without any real knowledge of the financial status and 
earning power of the issuing corporation, is nothing more than 
a gambler. Such a person, in the end, will do far better with 
his funds if he relies on the advice of a reputable investment 
banking house and purchases only high grade bonds and pos- 
sibly a few of the highest grade preferred stocks, even though 
his maximum return may be limited to 5 or 6 per cent. 
Whereas the difference between gambling and investing is 
clear, the difference between speculating and investing is less 
obvious. It is true that such a distinction is sometimes made, 
although not fully warranted in the mind of the author. The 
act of speculating 1 is frequently defined as the purchase of high 
risk securities, securities in newly organized companies, or 
those with a large investment risk. Where the purchase of 
such securities is made with full knowledge of the risks present 
it is investing as already defined. That is, intelligent direction 
is given to the employment of capital. The risk that the 
investor is willing to take is a personal matter, pure and 
simple. Naturally, where the risk is high the promise of 
reward must be correspondingly large to attract capital. Yet, 
fundamentally, the commitment of funds to an untried enter- 
prise does not differ from investment, as it is called, in an old 
and established business. In both cases an effort is made to 
increase the productive machinery of society. The important 
distinction is whether the act is safeguarded by a proper study 
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of the entire proposition before the commitment is made. Such 
analysis, indeed, may be made either by a conservative invest- 
ment banking house or by the investor himself. The important 
matter is that it should be made. ‘The science of investment, 
in fact, centers around the proper methods to be pursued in 
making just such studies. 


CHAPTER II 
THE SUPPLY OF CAPITAL 


The subject of investment is closely related in many of its 
important aspects to economic theory. Consider, for example, 
the close relationship between the science of investing, interest 
rates, and the supply of, and demand for, capital. Here 
we find ourselves at once grappling with one of the most 
important and difficult problems of the entire subject of 
economics, for, even though the problem of interest belongs 
essentially to the field of pure economics, its importance to the 
theory and practice of investment precludes our passing over 
it lightly. 

We know from a study of economics that interest is the 
price paid for capital. In a broad way the rate of interest 
is governed by the supply of, and demand for, capital. This 
statement is true, despite the fact that short time interest rates, 
in practice, are governed by the state of bank credit and cur- 
rent business conditions, and vary with little or no reference 
to the more fundamental factors just mentioned. Contrasted 
with current or short time changes in interest rates, however, 
are so-called secular movements, which take place slowly and 
which extend over a much longer period.* In the present 
section of our work we shall confine our discussion to these 
broad movements and some of the basic causes therefor.’ 
Why is it that the current rate of interest at times rises to a 
level as high as 8 or g per cent, while at other times premier 
securities sell to yield as low as 3 or 3% per cent? Why is 
it that the current rate of interest varies widely in different 
parts of the world at the same time? ‘The answers to ques- 
tions of this nature can be found, in part, through an analysis 
of the factors governing the supply of, and demand for, 





1 See Chapter IV for a discussion of interest rates during the past 75 years. 
2 For a discussion of short time fluctuations in interest rates and their relation 
to the investment problem see Chapters XXX, XXXI, and XXXIII. 
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capital. Because of the importance of this general and some- 
what theoretical subject to the student of investments we shall 
devote some time to it. Our first interest will center on the 
supply of capital; thereafter, we shall consider the demand 
for capital; and in a subsequent chapter we shall study the 
history of interest rates under the heading, ‘Return on In- 
vested Capital.” . 

Capital originates from savings.—The creation of pro- 
ducers’ goods, or capital, is the result of saving. A nation 
which consumes its entire income can never increase its supply 
of capital, except by borrowing that which someone else has 
saved. The same applies, of course, to the individual. Capital 
can originate only when people have the ability and desire to 
divert a part of their current income to the acquisition of 
producers’ goods as opposed to consumers’ goods. Whereas it is 
true that capital, in its broadest sense, originates only in this 
way, we shall see, however, that temporary or floating capital 
may be created through the development of an adequate bank- 
ing system. It is true also that this supply of temporary or 
floating capital so created may have marked effects on interest 
rates for short periods.* An explanation of the more basic 
movements in interest rates, however, will be found only in 
changed relationships in the capital market. If we accept the 
current economic theory of interest—that it represents a point 
of equilibrium between supply and demand that measures the 
marginal productivity of capital, on the one hand, and the 
inertia to be overcome in saving the marginal unit, on the other 
hand—then any change in economic relations which makes sav- 
ing more or less difficult, or which increases or decreases the 
productivity of capital, will be reflected in the rate of interest. 

National income and savings.—Perhaps the most important 
of the various factors governing the supply of capital is the 
relative size of the national income. The process of saving 
cannot be carried on unless there is a surplus of current income 
over and above current needs. Conversely, the larger this 
surplus, the more it is possible to save. The reason for this 
1s at once apparent. There is for the individual, as well as for 
the nation, an irreducible minimum of income necessary for 
existence. This point to-day has only an academic interest, 





3 See Chapters XXX, XXXI, and XXXII, 
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however, for all the civilized nations are accustomed to a 
standard of living far above the so-called level of existence. 
Assuming, therefore, that an individual, or a nation, has sufh- 
cient income to enable it to maintain its accustomed standard 
of living, we are right in stating that all excess income could 
be saved, that is, converted into producers’ goods, such as 
factories, railroads, and so on, if the saving motive was sufh- 
ciently stimulated. This, however, is different from saying 
that all income above that necessary to maintain a given 
standard of living will be saved; for the extent to which saving 
will be practiced depends on a variety of factors. Neverthe- 
less, one would expect to find the largest amounts of capital 
accumulated by those nations whose income is large, either 
because their productive machinery is highly developed, or 
because they are rich in natural resources. ‘Thus, Great 
Britain, a nation coming in this category, has for years been 
one of the most important creditor nations of the world, and 
the United States is to-day perhaps the wealthiest of all 
nations, both absolutely and in proportion to population. Rich 
in natural resources and endowed with the spirit of progres- 
siveness, this country has experienced a remarkable industrial 
growth, and has found it easy to accumulate large amounts of 
capital because of her rapidly increasing income. Other 
nations, less favorably situated in respect to productive power, 
or lacking in initiative and organizing ability, or handicapped 
by social, political, or religious customs, are unable to produce 
much more than enough to supply the pressing needs of the 
moment. Obviously, such nations can save but little, if any- 
thing, and frequently such savings as are eked out are hoarded 
rather than invested in the modern sense of the word. This 
is particularly true in countries like India. 

Savings dependent on established order.—Saving, es- 
pecially for purposes of investment, is likewise dependent on 
the presence of an established order, as well as on constitu- 
tional safeguards which protect contractual and property 
rights. The investment of funds almost invariably implies a 
long time contract between creditor and borrower. Present 
goods, or wealth, is usually intrusted by the investor to entre- 
preneurs, who employ it in the erection of factories, railroads, 
buildings, or other forms of capital instruments. For the use 
of such funds the borrower agrees to pay back to the lender 
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not only the funds originally borrowed, but additional amounts 
in the form of interest. In other cases, the investor associates 
with others in a codperative undertaking whereby he becomes 
a shareholder in a corporation or a member of a partnership. 
It is at once obvious that, as a lender, he must be adequately 
protected in his rights to enforce the payment of interest and 
principal according to the contract, at least up to the resources 
of the borrower; whereas, in the second case, the rights and 
equities of the various classes of shareholders or owners in 
the enterprise must be safeguarded. 

In countries where common law and the legal mechanism 
is poorly developed, the uncertainty surrounding borrowing 
and lending operations discourages saving and investing. The 
same may be said of those countries where the government's 
attitude toward private ownership of capital goods is hostile. 

The economic order prevailing in this country, in which a 
large proportion of the nation’s wealth is privately owned, is 
sometimes labeled the “‘capitalistic order,” and often has been 
denounced as undesirable. Generally, proposed reforms have 
incorporated some form of public ownership of capital goods. 
Under such a system public saving is virtually substituted for 
private saving. Various social experiments have been tried, 
involving the principle of public ownership of capital goods; 
but one of their fundamental weaknesses is the inevitable 
tendency to discourage all saving, and, hence, all capital 
accumulation. Investing in such a community, were it success- 
fully operated, would become a public, not a private, problem. 

Stabilized system of currency, necessity for.—Quite as 
important as the presence of an established order in its rela- 
tion to savings is the existence of an established medium of 
exchange. The current medium of exchange is a measure of 
values, a denominator to which the relative values of all com- 
modities are compared. Accordingly all contracts of sale, as 
well as contracts involving the investment of funds, are in 
terms of the established currency. Where this is subject to 
wide fluctuations it is natural that the people should refuse to 
loan present funds, in terms of currency, in return for a 
promise to pay back the principal of the loan at a future date 
with interest. The value of the returned currency in terms 
of goods may be considerably less than at the time the loan 
was originally made. Thus, in Germany, during the years 
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1922, 1923, and 1924, it was more advantageous for the 
wage-earner to spend his current wages before they depre- 
ciated in value than to attempt to save them. Likewise, those 
who had funds to invest sought to employ them in countries 
where conditions were more stable rather than suffer complete 
loss through further depreciation in the value of the mark. A 
similar condition existed in France, in 1925. The liability of 
a complete collapse of the franc tended to drive capital from 
that country to other countries where investment was safer. 
Financial institutions aid savings.—The existence of a well 
developed financial system is another factor in stimulating 
savings. he growth of such institutions as the savings bank, 
the investment banker, insurance companies, and building and 
loan associations have all facilitated the saving process, in that 
they make it easy for the man with a small sum of accumulated 
capital to employ this in the development of large enterprises 
in codperation with other small investors. The savings bank, 
for example, receives deposits as small as one dollar. In this 
way large aggregate sums are accumulated from many savers, 
each of whose deposits may, on the average, represent 
amounts so small that they could never be employed satis- 
factorily if held by the individual depositors, even granting 
that the average man could make his investments wisely, 
which, often, is not the case. On the other hand, it is the 
business of the officers of the bank properly to invest these 
aggregate sums. Insurance companies operate on a somewhat 
similar principle. The premiums paid to the insurance com- 
pany by the policyholder are supposedly based on his life 
expectancy. Should he live just his expected life, the premiums 
paid plus accumulated interest thereon would equal the face 
value of his policy. It is necessary, therefore, for the insurance 
company to invest its premiums from year to year at a sufh- 
cient rate of interest to bring the entire value of the payments 
of any policyholder up to the face value of his policy at the 
time he is expected to die. Whereas, some of its policyholders 
will have a shorter life than their actuarial, or expected, life, 
others will live longer, so that the company, dealing with large 
averages, can compute accurately the premiums which it must 
charge for various classes of risks, in order to meet all claims. 
The accumulated premiums, which are one of the sources of 
the reserves of the insurance company, must, however, be 


22 INVESTMENT PRINCIPLES AND PRACTICES 


invested at all times. The result of this process is that the 
holder of the insurance policy builds up an equity behind his 
policy which about equals his actual payments. It so happens 
that the interest he would have received thereon had he 
invested these funds himself about pays for the protection that 
he receives.* It is for this reason that a man who has a life 
insurance policy is compelled to save. His premiums, however, 
go to swell the aggregate funds which the insurance company 
has at its disposal for investment purposes. We are, there- 
fore, correct when we say that the development of insurance 
companies encourages capital accumulation.° 

The investment banker serves to stimulate saving in some- 
what the same way as does the savings bank. He furnishes 
large units of capital by purchasing from corporations large 
blocks of securities, sometimes whole issues. These he retails 
to the small investor to whom, perhaps, he will sell only one 
$500 bond, although bonds are usually issued in $1,000 
denominations.* This process is sometimes carried farther by 
means of installment sales. The investment house sells a bond 
to a man who pays as little as $100 down and agrees to pay 
for the balance over a period of months. In this way a sys- 
tematic plan of saving is forced on the purchaser. ‘The typical 
investment banker does more than to improve the mechanics 
of investing by the mere financing of issues en bloc and then 
retailing small units of stocks and bonds to the public. During 
the past twenty-five years, and particularly during the past 
decade, he has been responsible for creating intensive selling 
effort in the security markets. To-day every house of any 
importance has a veritable hoard of bond salesmen who prac- 
tically make a “house to house” canvass among all classes in 
the community. School teachers, doctors, artisans, mechanics, 
any one with as little as $500 or $1,000 to invest is considered 
a prospect. Add to this the enormous selling effort put forth 
in advertising and direct-by-mail selling, and one gets a fair 





4Tt is true also, that many of the mutual companies pay dividends to their 
policyholders, which represent the amounts accumulated over and above death 
claims which result from conservative actuarial practices, or which result from 
earning more than the assumed rate of interest on their investments. 

5 All forms of insurance result in some capital accumulation, even though 
losses equal premium payments. Successful companies are compelled, by the 

nature of their business, to build up satisfactory reserves, which are always 
carried in the form of investments. 

® Sometimes bonds are issued in denominations as low as $100. 
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picture of the impetus given to saving and investing by the 
investment banker. In so far as the banker offers good securi- 
ties, to that extent is he performing an economic service. In 
the case of those houses which canvass the small investor, how- 
ever, selling costs are high and a large margin of profit is 
required. As a result, such houses sometimes offer securities 
of doubtful value. In such cases, their selling efforts must be 
considered as contributing but little to our social well being. 
Corporate form of organization, effect of, on capital 
accumulation.—The development of the corporate form of 
business organization has also played a very important part 
in stimulating savings. The three distinguishing characteristics 
of the corporation may be summarized as follows: (1) its 
shareholders enjoy limited liability; (2) commonly, its life is 
perpetual; and (3) ownership or investment therein is repre- 
sented by divisible shares or by bonds. Each of these char- 
acteristics has been influential in encouraging investment and 
the growth of large scale undertakings. 
- Under the partnership each partner is liable for the debts 
of the partnership without any limit beyond his own ability to 
pay. It is out of the question, therefore, to expect that a large 
group of partners could ever be found for a specific under- 
taking requiring a considerable investment, such as a railroad. 
Too much would depend on the financial ability and integrity 
of the other partners. Furthermore, partnerships are formed 
for a definite period, and, in any event, they terminate on the 
death of any one of the partners. Finally, the disposition or 
transfer of one’s interest in a partnership is dificult and cum- 
bersome from a legal standpoint. In the case of a corporation, 
on the other hand, ownership is represented by shares of stock, 
title to which may be transferred by indorsement. Bonds, 
which are evidences of debt, may be payable to bearer, in 
which case ownership follows the bond itself. It is not dif- 
ficult to see where such a form of business organization has 
greatly encouraged private saving and investment by opening 
to the individual a wide range of opportunities for the commit- 
ment of funds. Some idea of the importance of the corpora- 
tion as a factor in our industrial development may be had by 
reference to the statistics of the United States census on the 
character of ownership of manufacturing enterprises in this 
country. 
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CHARACTER OF OWNERSHIP OF MANUFACTURING CONCERNS IN 
UNITED STATES* 








ESTABLISHMENTS 
Individuals Corporations All Others 
GLOSS co Giawlolg iS 113,946 51,097 51,137 
T9090 tetefertarherneye 140,605 69,501 58,385 
OPO ROS Gracias 00:0 142,436 78,152 55,203 
PLY Soagawane 138,112 91,517 60,476 


VALUE OF PRODUCTS IN $1,000 





——. oe 


Individuals % Corporations % All Others % 


VOOM MAA eee $1,702,830 11.5 $10,904,069 Wea $2,187,002 14.8 
VOOM wees oe 2,042,061 9.9 16,341,116 79.0 2,288,873 IX. 
PONY) OARS AaEO eI 1,925,518 7-9 20,183,147 83.2 2,137,769 8.8 
I9QIQ «+--+ ee eee 3,536,324 5:7 54,744,392 87.7 4,137,364 6.6 


* Abstract of the Census of Manufacturers, 1919, p. 340. 


It is not the actual growth in the number of corporations that 
interests one here, but rather the increase in the percentage of 
total value of products attributable to the corporate form of 
organization and the growth in the average size of corpora- 
tions as indicated by the average output in dollars per estab- 
lishment. 

Thus, in 1904, 73.7 per cent of all manufactured products 
were turned out by corporations, whereas, in 1919, 87.7 per 
cent of total output was manufactured under corporate form 
of ownership. As further emphasizing our statement that the 
_corporate form of organization has facilitated large scale 
operations, let us consider briefly the increase in the average 
size of the corporate enterprise in terms of output as con- 
trasted with the increase in the average size of the partnership 
in terms of output. 


AVERAGE OUTPUT PER ESTABLISHMENT * 


Individually Owned Corporate 
Mile! Sus etuae oti Goe $14,944 $213,399 
L909) sce asec 14,523 235,121 
TOVA ss sestughgeprtecmener 13,518 258,225 
EQIQS ar ctear heaters ve 25,605 598,188 


* Abstract of the Census of Manufacturers, 1919, p. 340. 


This is conclusive evidence that the large scale undertaking: 
in this country have been conducted almost entirely under the 
corporate form of business organization. One might carry 
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this argument one step farther and advance the theory that 
the investment problem as now recognized has been created 
almost entirely by extension in the use of the corporation as 
a form of business enterprise. 

Thrift and savings.—The habits of a nation in respect to 
thrift have a very direct bearing on the rate at which capital 
can be accumulated. No better proof of this statement can 
be found than our, experience during the Great War. Soon 
after August, 1914, a growing conviction was found among 
economists and bankers that interest rates would thereafter 
increase rapidly. This reasoning was based on the assumption 
that the saving habits of this nation were established and that 
a substantial change would inevitably take place in the demand 
for capital. European nations would be required not only to 
stop all investing in the American markets but to borrow here. 
In fact, Europe did actually succeed in drawing between five 
and six billions of capital from the United States during 1915 
and 1916, either by the resale of American securities in our 
markets here or by the flotation of government loans in this 
country. And, strangely enough, this was all done without any 
substantial increase in interest rates. The obvious explanation 
of this situation is found in the rapid growth in the rate of 
savings that took place during these years. 

But what took place during these years is relatively insig- 
nificant when one considers the ease with which from three to 
four times this amount was raised subsequent to our own entry | 
into the War. Persistent and effective appeals were addressed 
to the American people to adopt a policy of saving. As a 
result, personal consumption was curtailed and funds were 
accumulated for the purchase of liberty bonds. 

There are many interesting observations that might be made 
in respect to these facts. From our standpoint, their main 
significance is simply this: the investor must at all times be 
familiar with fundamental changes in the economic habits of 
people. The selection of proper commitments is a detailed 
task; but the adoption of proper policies, which will enable him 
to make the most of wide swings in interest rates, changes in 
the direction of people’s tastes and habits, changes in the price 
level, and the value of money require a broad vision and a 
wide study of the interrelations between diverse economic 


forces. 
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Principal sources of saving.—The principal sources of new 
capital in this country may be said to fall under three main 
headings: individual savings; corporate savings, that is, the 
surplus accumulation of private corporations operating for 
gain; and, finally, the contributions made by banking or finan- 
cial institutions, such as savings banks, commercial banks, 
insurance companies, building and loan associations, and the 
like. This list, while not complete, probably accounts for by 
far the greater proportion of savings in this country. An 
attempt to indicate the amount of saving coming from each 
group is difficult, for a certain amount of overlapping is in- 
evitable. Individual savings, for instance, may be invested in 
life insurance and thus be included again in the total for in- 
surance companies. The same may be said of savings 
deposited in savings banks. Although we shall examine es- 
timates of the total of all savings in the United States, and the 
apparent savings from important groups of institutions, the 
preceding difficulties and inaccuracies should be borne con- 
stantly in mind. 

National income and savings.—There is unquestionably a 
very close relationship, under normal conditions, between the 
size of a nation’s income and the rate at which it accumulates 
capital. In fact, it is desirable, when discussing the total sav- 
ings of a nation, to consider at the same time its income. 

One of the most recent studies of our national income and 
the amount of annual savings is found in a study by Willford 
I. King. The following table, according to Dr. King,’ shows 
the total national income and the income saved from 1909 
to 1918, inclusive. 








™King, Willford I., “The Net Volume of Saving in the U. S.,” Am. Stat. 
Jour., Vol. 18 (New Series), p. 140; Vol. 18, p. 467. The figures given here for 
national income are a later revision of similar studies made by the National 
Bureau of Economic Research (see Vol. 1 of “Income in the United States”). 
The estimates for savings vary widely from estimates made by Dr. David Friday 
(see “Wealth, Income, and Savings,” Annals of American Academy, January, 
1920, pp. 34-43). Dr. Friday’s estimates for savings are given below: 


Year Annual Savings, in Millions 
LOIS” Mena tiogs teehee nace $ 6,500 
194 fs caees ee 9,000 
TOTS Mac muiie nc Saat eee 14,500 
EOQUG tercrtere sae crete ects 18,000 
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TABLE SHOWING NATIONAL INCOME AND SAVINGS IN UNITED 
STATES 


(From 1909 to 1918, in Millions) 





Total Total Total Total 

National National National Sav- National 
Income Income Measured ings Measured Income 
Measured in in Dollars of in Dollars of Saved in 

Year 1913 Dollars a Given Year a Given Year 1913 Dollars 
foymeae Aone Arka eae $30,608 $29,259 $5,001 $5,231 
LOKOM eu Stesitowiers oe 32,176 31,471 5,387 5,509 
LOU L Soyer eer teeter 31,397 30,904 4,221 4,289 
KQU2! Paiiista sts os 33,985 33,807 B92 5,298 
TOUS tet Riete 35,436 35,436 4,879 4,880 
MOVE) Soke saa Siow eat 33,067 33,401 4,183 4,140 
TY aie cise Ont ace 35,150 35,920 wi GA2 75381 
TORO W wens veolgcc cc erscess 41,669 45,861 12,547 11,401 
LOL arterion. yn els 42,377 54,664 9,237 7,162 
TODS eerera eile cpa hays 38,830 59,930 —1,844 —1,196 
Motalwee en. she $324,095 $361,394 $60,113 $54,095 





If we assume that the estimate of annual income saved as 
computed by Dr. King is correct, it appears that the capital 
accumulation of the people of the United States amounted, on 
the average, to about $5,500,000,000 annually during the 
period studied, based on 1913 dollars. Estimates of annual 
income for the years 1919, 1920, and 1921 indicate a very 
slight upward trend.® ; 

In current dollars the annual savings of the country may 
therefore be estimated at $10,000,000,000, or possibly more. 
This does not mean that $10,000,000,000 have been hoarded. 
It means that goods, services, labor, materials, and managing 
ability have been diverted from the production of goods for 
immediate consumption to the creation of railroads, machines, 
factories, public utility plants, and so on; that there has been 
an aggregate increase in our productive machinery which, 
measured in terms of current dollars, amounts to about $10,- 
000,000,000, annually. It is distinctly an investment problem 
to determine the channels into which this annual accumulation 
shall be poured. Shall extensions be made to automobile fac- 
tories, shall more cotton mills be erected, shall more steam- 





8 National Bureau of Economic Research, “Income in the Various States, Its 
Sources of Distribution, 1919, 1920, and 1921,” p. 249. Estimated national in- 
come in 1913 dollars: 1919, $36,995,000,000; 1920, $35,284,000,000; 1921, 
$49,008,000,000. 
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ships be built, and so on? We have spoken of this as a “prob- 
lem.” It is, both from a social and an individual standpoint. 
It will be well for the student, at an early stage in his approach 
to the subject, to grasp the importance of first determining 
the lines of activity that offer the most secure opportunities 
for the employment of additional capital.? For example, the 
stocks of cotton and woolen textile mills have, since 1924, been 
in very poor repute. Nor does the industry hold out any very 
large attractions for the future.*° This situation may be com- 
pared with the electric light and power industry, where an 
almost unlimited field for expansion still exists..t Therefore, 
in so far as the proper selection of industries for investment 
purposes is concerned, the savings of the country will represent 
extensions in the productive equipment of those industries 
whose products are most sought by the consuming public. 
Changes in distribution of wealth and savings.—The sav- 
ings of the American people, as we have seen, represent 
accumulated wealth. The total wealth of the United States 
in 1922 has been estimated at $353,000,000,000, of which 
around $122,000,000,000 consisted of land.’? Fundamental 
changes, however, have taken place during the past twenty-five 
years in the distribution or ownership of this wealth. Going 
back to about 1900 one finds: a distinct concentration in the 
hands of a very small part of the population. It has been 
estimated that at that time four fifths of the population owned 
but 10 per cent of the national wealth; while 18 per cent of 





9In fact, a brief survey might easily be made of typical lines of industry. 
This may be done by taking the five leading individual concerns in the lines 
or industries selected and plotting their aggregate profits for the past ten years. 
This may then be followed by a more detailed study of the industry itself. 
In such an analysis the student will do well to consider the organization within 
the industry, the character of plant required, how far large scale production 
can be carried advantageously, to what extent business failures have occurred 
in the industry during the past ten years, what the public demand is for the 
product, whether the industry supplies a necessity or a luxury, and so on. An 
excellent typical study of this kind referring to the automobile industry will be 
found in the Harvard Business Review, Vol. IV, No. 4, p. 407. Note there “The 
Evolution of the Automobile Market,” by Clare Elmer Griffen. Having made 
such a study, one is in a position to avoid certain classes of securities entirely 
and to take advantage of those which offer the greatest opportunities. 

10 For complete current statistics on cotton textiles see Year Books of National 
Association of Cotton Manufacturers. 

11See Chapter XVI for more complete statistics regarding this industry. 

12 “National Wealth and Income,’ Federal Trade Commission, 1926, p. 2. 
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the population, comprising the upper middle class, owned one 
third; and 2 per cent, comprising the wealthy class, possessed 
nearly three fifths of the total.** It would be a logical inference 
that savings follow wealth and that a very small percentage 
of our population in 1900 was responsible for the total savings 
of the country in that year. 

Within recent years, however, there has been a distinct 
tendency toward a wider distribution of our national wealth. 
Definite proof of this situation is found in the wider distribu- 
tion of corporate ownership in the United States as evidenced 
by the following table: 


ESTIMATED NUMBER OF STOCKHOLDERS IN‘U. 8S. 1900-1923 * 


Average Estimated 
Total Capital Number of $100 Number 
Stock of All Par Value Shares of Stock- 

Year Corporations in U, S. per Stockholder holders in U. S. 
T OOO Meee sly cicrelerc ct $61,831,955,370 140.1 4,400,000 
TORCH Awolsouvedods 64,053,763,141 86.3 7,400,000 
PEL Sid goomantde 65,038,309,611 87.0 7,500,000 
ON Ato coud ores ORS 66,584,420,424 77.8 8,600,000 
Cro Biase pomeeoe 69,205,967,666 57-3 12,000,000 
PRE Uso ansoseos 71,479,464,925 49-7 14,400,000 


*Taken from a study made by Warshow, H. T., ‘‘The Distribution of Corporate 
Ownership in the United States,’’ Quarterly Journal of Economics, Vol. 39, No. 1, p. 28. 


Corroborative evidence along these lines is also found in 
the decreasing amounts of total income received by the wealthy 
classes in recent years. It is estimated that, in 1913, the highest 
5 per cent of income receivers accounted for 33 per cent of 
the total national income, while in 1919 this class received 
only 24 per cent of the national income.* 

Similarly do we find the net income reported by the lower 
classes of income receivers for income tax purposes making 
up a large proportion of total income during recent years, 
while the income accounted for by the wealthier classes is of 
less importance. The following table shows data for the years 
1918 and 1924:*° 





13 King, Willford I., “Wealth and Income of the United States,” pp. 80-82. 

14 “Tncome in the United States,” National Bureau of Economic Research, Vol. 
Ty 1921: 

15 Taken from “Statistics of Income, United States,. 1918, and 1924.” 
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DISTRIBUTION OF PERSONAL INCOMES BY INCOME CLASSES 
(Shown by the Official Compilation for Years 1918 and 1924) 


Income Classes Percentage Amount of Income 
1918 1924 
under $1,000 0.92 
$ 1,000 to $ 2,000 14.02 13.89 
2,000 3,000 22.78 20.57 
3,000 5,000 22.20 26.61 
5,000 10,000 13.47 11.66 
10,000 25,000 10.90 11.13 
25,000 50,000 6.14 6.24 
50,000 100,000 4.27 4.16 
100,000 150,000 1.78 1.47 
150,000 300,000 1.92 1.46 
300,000 - 500,000 9 -66 
500,000 1,000,000 75 62 
1,000,000 and over 86 61 


If we were to generalize on the basis of the preceding facts, 
we would conclude that the contribution to annual savings 
made by the general public, consisting of people regarded as 
the middle class, is becoming of 1 increasing importance. ‘This 
fact has already been recognized in a practical way by invest- 
ment bankers who have increased their sales efforts among this 
group of investors, and who have helped to devise investment 
trusts in order to provide diversification for the small in- 
vestor.*® It is also significant to note that this class of persons 
is forming the saving habit. In years to come we may expect 
a considerable increase in the contribution to our growing 
capital fund from the small investor. 

One may also draw the conclusion that the so-called ‘‘thrift 
movement,” popularized during the War and developed since 
that time, is resulting to-day in a substantial addition to the 
supply of capital in this country and may be one of the more 
important factors contributing to low interest rates. 

Corporate savings.—Another important source of savings 
upon which some statistical information is available is the 
amount of annual net earnings of domestic corporations and 
other forms of business organization which are not declared 
as dividends, but which are carried to surplus. It is the cus- 
tomary practice of American corporations to set aside a 





16 Chapter XXI deals with the present development of investment trusts in this 
country. 
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certain portion of annual earnings to provide for expansion. 
That the amount so saved is large is indicated by the following 
table: 


ESTIMATE OF ACTUAL SAVINGS IN THE FORM OF CORPORATE 
SURPLUS * 


(From 1910 to 1920, in Millions) 


Estimated Estimated 

Year Actual Savings Year Actual Savings 
LION an Mente ero oode oe $1,204 QI Oprohrrdn saccade $3,866 
PER 4 So ORO ORSON ode 914 PUA Daca cane soe ood 3,369 
NOU" ctiso 6 odbobs.6 cau gi2 LOU Ore crapoteye oy oun overc sists 1,653 
HOD etre oka. SO .O8 1,037 MPG) Soo boson Gdoodoy 1,958 
NOV prmopaonsascon soc 526 OV Ioen gadao Das OP noOd 1,041 
EQUUS Eee wasnt ones css 1,575 


A *“Tncome in the United States,” National Bureau of Economic Research, 1922, Vou. 
» P. 329. 


Significance of corporate savings to investor.—To the 
student of investments these figures carry a somewhat wider 
significance than that of merely indicating the amount of sav- 
ings accumulated in this way. The amount credited to the 
surplus account of a corporation in any given year is precisely 
the same as an equivalent investment in the corporation by the 
common stockholder. Sooner or later this investment must 
come back to him in the form of an appreciation in the market 
value of his stock, or as a stock dividend. The current cash 
return on a share of stock, therefore, is a less important guide 
to its intrinsic worth than is its earning power.*’ The large 








17 “Income in the United States,” National Bureau of Economic Research, 1922, 
Vol. II, p. 324. The following table shows the estimated divisions of net 
earnings between dividends and surplus for American corporations: 


Estimated Division of Net 
Earnings between Dividends and Surplus 


Year Jo Paid in Div. % to Surplus 
TOPO) cou cdoddtoboewMe cc 58.8 41.2 
SOPH J udhaqgoohooomane 66.6 33-4 
OPES Bin COLO OOO EI Ob 71.9 28.1 
OEY oon.000n 0005 COdetr 69.5 30.5 
OLY BR aocunandccododane 77:9 22.1 
HORUS Whom noladiod oOo Ob 56.2 43.8 
TQTG: -felaviesls tiny seis ee 42.7 57.3 
iG] coousmoU EOD OO UCdn 50.2 49.8 
EE) HoadecoanGUuOo scot 56.9 43.1 
MEIC) Koon anauomo naa ate 63.1 36.9 


TQ2ZO) Wepeleie!s ctsiviscioje ses) sie 65.0 35.0 
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surplus accumulations during the War years, as shown by the 
previous table, were partly returned to the stockholders of 
American corporations in the form of stock dividends during 
1921 and 1922. Current accumulations, on the other hand, 
while less spectacular, are, nevertheless, relatively large. It 
is for this reason that the stockholders of conservatively 
managed companies receive, at fairly regular intervals, 
“melons” in the form of stock dividends, stock split-ups, or 
subscription rights.** 

Financial institutions and savings—A third source of 
capital funds which must be mentioned briefly comprises finan- 
cial institutions, such as banks, insurance companies, building 
and loan associations, and so forth. Some of the functions 
of these institutions have already been discussed in part. We 
will, however, at this time, devote further attention to the 
relation of such institutions to the savings process. 

Let us consider first the commercial bank. These banks not 
only assemble capital from a number of individuals but also 
manufacture credit within certain limits. Cash, left on deposit, 
constitutes the basis for loans considerably in excess of the 
amount of cash, or reserves, held at any one time. The process 
of loaning in this way, however, presupposes borrowers who 
discount their notes with the bank and who receive therefor 
deposit credits or bank notes. The credit so advanced gives 
these borrowers purchasing power which may be used to pur- 
chase capital goods. While this process can scarcely be con- 
sidered as a real creation of capital goods, since the borrowers 
must shortly repay their loans, it is, nevertheless, true that a 
relatively large amount of such credit is constantly maintained 
in circulation at all times, no small part of which is used by 
borrowers to carry investment securities. We must, therefore, 
consider commercial banks as a factor in discussing the sources 
of capital in the country. Furthermore, we find the banks 
themselves frequently utilizing their resources in purchasing 
stocks and bonds in the open market and carrying these for 
considerable periods of time. 

Some idea of the scale on which current operations of this 
nature are conducted by commercial banks of this country may 
be had from the following table: 





18 For further discussion of the significance of reinvested earnings on com- 
mon stock values see p. 312. 
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TABLE SHOWING RESOURCES AND LIABILITIES OF COMMERCIAL 








BANKS 
(June 30, 1926) 
7,978 16,493 1,656 Loan 495 Total 
National State Banks} and Trust Private 26,622 
Banks* (Commercial) Companies} Banks} Banks 
(ooo (000 (000 (ooo (000 
omitted) omitted) omitted) omitted) omitted) 
Resources: 
Loans and Dis- 
counts, Over- 
drafts, etc. ....$13,659,853 $9,738,735 $6,757,525 $93,079 $30,249,192 
Securities Owned. 5,842,253 3,220,400 2,806,780 35,506 11,904,939 
Banking Quarters 632,842 454,801 265,819 4,850 1,358,312 
Real Estate Owned 115,869 152 tas 47,607 8,135 323,726 
Lawful Reserves.. 1,381,171 777430 730,494 3,048 2,892,143 
Cash Items ..... 3,409,195 1,874,249 1,163,414 = 25,714 6,472,572 
Redemption Fund. 33,023 33,023 
Other Assets 241,418 361,926 433,557 3,820 1,040,721 
Totaleeer ne, $25,315,624 $16,579,656 $12,205,196 $174,152 $54,274,628 
Liabilities: 
Capital Stock ....$1,412,872 $1,092,424 $ 672,959 $ 9,895 $3,188,150 
Surplus, Undivided 
Profits, etc. .... 1,676,486 951,668 994,205 12,881 3,635,240 
Notes Outstanding 651,155 651,155 
Total Deposits and 
Bills Due © 25... - 20,642,164 14,149,041 10,007,495 144,534 44,943,234 
Other Liabilities.. 932,947 386,523 530,537 6,842 1,856,849 
Biotaly eek. tyler $25,315,624 $16,579,656 $12,205,196 $174,152 $54,274,628 
* Taken from Report of Comptroller of Currency, 1926, p. 19. 
{ Ibid., p. go. 


Thus, on the basis of capital and surplus amounting to 
$6,800,000,000 and cash and reserves amounting to $9,300,- 
000,000, the commercial banks of the country have been able 
to create loans amounting to $30,000,000,000 and to purchase 
securities amounting to nearly $11,000,000,000. ‘This is not 
a technical analysis of the principles involved in commercial 
banking, but will serve to bring out the point at issue, namely, 
that commercial banks, in a way, manufacture credit and con- 
stantly maintain in circulation a fund which gives to the busi- 
ness community command over capital goods. 

Quite different in their relation to the accumulation of 
capital funds are savings banks, insurance companies, and 
building and loan associations. Such institutions have no power 
of expanding credit operations. As we have seen, they func- 
tion rather as middlemen, collecting the savings of many indi- 
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viduals and investing such funds in long term securities— 
bonds, mortgages, and real estate loans for the most part. 
Their importance, therefore, lies in their ability to mobilize a 
large number of small accounts into a sizable fund, and to 
direct the investment of such a fund. Insurance companies 
not only accumulate funds somewhat in this way, but also offer 
protection against certain risks. Their investment function, 
however, is similar to that performed by savings banks. 

The principal items in the consolidated statement of the 
savings banks of the country are “loans and discounts’? and 
“‘investments”’ on the asset side, and “individual deposits” on 
the liability side. The combined loans and discounts and 
investments of 1,524 stock and mutual savings banks on June 
30, 1926, amounted to $9,943,664,000, while the combined 
deposits were $9,599,118,000.%° We may infer from these 
data that about $10,000,000,000 had been assembled by sav- 
ings banks from small savers and invested by such banks in 
mortgages, bonds, and other high grade types of credit in- 
struments. 

As a factor in assembling savings, the life insurance com- 
panies of the country to-day exercise nearly as great an influ- 
ence as the savings banks. In fact, life insurance companies 
have, within the past twenty-five years, developed at a remark- 
able rate, total assets having increased from $1,742,414,000 
in 1900 to $11,537,615,000 in 1925.”° Partly on account of 
stricter supervision and partly on account of wider participa- 
tion, the character of life insurance investments has shown a 
distinct change during this period. 


ASSETS AND INVESTMENTS OF LIFE INSURANCE COMPANIES IN 
THE UNITED STATES * 


(cco omitted) 
1900 1905 1910 1915 1920 1925 


Total Assets.. $1,742,414 $2,706,187 $3,875,877 $5,190,310 $7,319,997 $11,537,615 
Real Estate 




















Mortgages . 5°%,499 723,507 1,227,232 1,799,279 2,174,863 4,799,216 
Stocks Owned 794,632 172,742 129,622 81,056 51,356 81,462 
Bonds Owned. 7X9 1,212,637 1,659,845 2,094,688 3,588,728 4,331,288 
Premium Notes 

and Loans.. 88,501 225,568 495,100 779,159 858,915 1,445,507 


*“U. S. Statistical Abstract,” 1926, p. 297. 





19Taken from “Report of Comptroller of Currency,” p. 19. 
20“U, S. Statistical Abstract,” 1926, p. 297. 
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In 1900 real estate mortgages and bonds constituted less 
than 30 per cent of total assets, while stocks made up about 
45 per cent of total assets. In 1925, however, real estate 
mortgages and bonds comprised 79 per cent of total assets, 
while stocks owned amounted to less than 1 per cent.” 

Although differing from savings banks in the detail of their 
operations, building and loan associations also accept deposits 
from individual savers and lend on first mortgages. According 
to the customary plan under which these banks operate, the 
borrower takes out running shares equivalent to his mortgage 
and his current payments on these shares represent interest on 
his loan and provide at the same time for a reduction in the 
principal amount of his mortgage. On the other hand, it is 
possible to purchase either running, or paid-up shares without 
a corresponding mortgage loan. In the former case, the share- 
holder opens an account with the bank, makes an initial pay- 
ment, and regular monthly payments thereafter. Where the 
rate of interest is 514 per cent on running shares, as it is in 
most Massachusetts banks, the purchaser of each share who 
has paid five dollars a month for a little over eleven years 
receives a paid-up share with a par value of $1,000. Paid-up 
shares may be purchased by payment in full at any time. The 
funds which these banks have at their disposal are almost en- 
tirely invested in real estate mortgage loans. These associa- 
tions have experienced a rapid growth in the United States 
during the past twenty-five years. In 1925 there were 12,403 
such associations, having 9,886,997 members with $5,500,- 
000,000 of assets.”? 

Other sources of savings.—There are many other sources 
of capital accumulation less susceptible of accurate statistical 
measurement. Undoubtedly there is a substantial reinvestment 
of income each year on the farms of this country. Such portion 
of current income as is not used by the owner of a farm is 
available for investment, and it is a reasonable assumption 
that a proportion of such excess income is actually invested 





21 This tendency is a natural one. In the case of insurance companies their 
obligations are dollar obligations. They are not concerned with changes in the 
purchasing power of the dollar. The customary investment principles which 
dictate that an individual place part of his funds in common stocks in order 
that he may profit from upward changes in the price level do not, therefore, 
apply to insurance companies. 

22 “UJ, §, Statistical Abstract,” 1926, p. 267. 
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by the farm owner in his own enterprise. The annual savings 
which are reflected in home dwellings are likewise not sus- 
ceptible of definite measurement; but, nevertheless, they 
represent a definite form of capital accumulation. It is, of 
course, inaccurate, when considering accretions to the value of 
farm property and urban real estate, to include appreciation 
in land values, other than in the form of actual improvements. 
A mere appreciation in land value is in the nature of an un- 
earned increment. From the individual’s point of view it is 
added wealth, but from a social standpoint there has been no 
creation of new goods. 

Our discussion might be extended to include the savings of 
fraternal orders and other forms of co6perative insurance, 
religious and charitable organizations, and educational and 
endowed institutions. No doubt, the aggregate savings from 
such sources are large, and, to a certain extent, represent 
accumulation quite apart from that of individuals. This is true 
to the extent that the return on endowment funds is not entirely 
spent in current operations. Complete and reliable information, 
however, is lacking as to what the total from such sources is. 

Summary.—In summary it may be said that the current 
annual savings of this country amount to about $10,000,000,- 
000. The primary sources of saving are individuals, corpora- 
tions, and endowed institutions, although commercial banks 
may be said to create a distinct fund of capital through current 
operations. Insurance companies, savings banks, building and 
loan associations, and other similar agencies, while creating 
capital through accumulation of reserves, act essentially as 
media through which individual savings are collected, and, as 
such, cannot be said to contribute directly to the supply of 
capital of the country. 


CHAPTER III 
DEMAND FOR CAPITAL 


Productivity of capitalistic processes and demand for 
capital—The demand for capital comes largely from indi- 
viduals and corporations engaged in business undertakings, and 
from governments. It is true that loans for consumption pur- 
poses figure in the total demand for capital, but the aggregate 
of such loans is relatively small. In any event, we are con- 
cerned primarily with such capital requirements as find expres- 
sion in the security markets of the world, and these are based 
almost entirely on the borrowing operations of governments, 
or of individuals or corporations, who expect to use the capital 
they secure productively. 

The normal, or business, demand for capital arises primarily 
because indirect methods of production are more productive 
than direct. Command over capital, however, is necessary in 
order to utilize and extend such methods of production. It is 
this essential fact that gives rise to the normal demand for 
capital, and it is the extent to which profitable uses can be 
made of capital that determines the intensity of this demand 
at any given time, and, hence, the rate of interest or price that 
can be offered for capital. 

Factors affecting demand for capital: changes in popula- 
tion and inventions.—A statistical measurement of the total 
demand for capital at any given time would be exceedingly 
dificult, although it is possible to indicate fundamental changes 
in economic environment, which may act to stimulate or to 
depress this demand. For instance, a normal growth in popu- 
lation will, per se, give rise to a greater demand for capital 
funds; but at the same time total savings normally increase, 
so that it is quite possible for interest rates to remain constant 
at the same time that population grows. In fact, capital may 
be, and usually is, in progressive countries, accumulated at a 
rate more rapid than that shown for the growth of population. 
This occurs because progressive nations, through the extension 
of capitalistic methods of production, increase output, and, 
hence, total income, at a rate that permits larger and larger 
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per capita savings. Under such conditions the rate of interest 
would tend to fall were it not for advances in the arts and 
sciences which call for capital investments on a growing scale, 
in order to turn out an ever increasing variety of goods and 
services for the consumer. 

Growth of new industries: the motor industry.—Some- 
what analogous to developments in the arts and sciences in its 
effect on the demand for capital is the growth of new in- 
dustries. This is, indeed, an everyday phenomenon frequently 
overlooked, yet each new industry that comes into existence 
creates wider opportunities for the effective use of capital and 
thus contributes to the total demand therefor. A few selected 
cases will suffice to illustrate this point. ‘The motor industry 
may be considered as:a product of the present century. In 
1899 the census reports a capital investment therein of only 
$5,769,000. In 1909, however, the figure for invested capital 
stood at $173,837,000; in 1919, $1,780,949,000.. The effect 
of so rapid a development, with its accompanying demands 
for capital, must inevitably have tended to maintain or to in- 
crease interest rates.” 

The total capital requirements for all manufacturing enter- 
prises of the country have not increased at the same rapid 
rate as that shown for special industries, such as the auto- 
mobile industry, yet the capital employed in manufacturing in 
this country increased fivefold from 1899 to 1919. The actual 
capital employed for selected years during this period is shown 
in the accompanying table. 


CAPITAL EMPLOYED IN MANUFACTURES * 
(coo omitted) 


Year Amount 

TEOQ VAs elrc ss te ce te rece $8,975,256 
TQOAN Heisasksvercidler as s,<ce, shel seoletstars stele eels 12,675,581 
ODL SA COD AT Ca UM UOT OO ONO OH OST 18,428,270 
ODT th Serer at oN Acts OouO goa re 6 Ob.O8 22,790,980 
TQLQ sectors eaiscere. oe iererattcansere cette cers 44,466,594 


*"“U, S. Statistical Abstract,” 1923, p. 289. 





1The Census Bureau discontinued the collection of statistics on capital in- 
vested in manufactures after the 1919 census. The census figures shown above 
include investment in the manufacture of bodies and parts as well as automo- 
biles. The National Automobile Chamber of Commerce (“Facts and Figures of 
the Automobile Industry,” 1927, p. 12) estimates the capital invested in the 
industry, exclusive of bodies and parts, at $1,015,443,338, in 1919, and 
$2,089,498,325, in 1926. 

2 The point here is essentially to indicate the effect of such a development 
on the demand for capital funds. 


DEMAND FOR CAPITAL 39 


Electric light and power industry—Another example 
which illustrates the extent to which a specific industry may, 
through phenomenal growth, increase the demand for capital 
funds is found in the electric light and power industry. Based 
on figures given by the United States census, the value of total 
plant and equipment used by this industry in 1902 was but 
$504,740,352. In 1912 this figure stood at $2,176,000,000; 
in 1922, at $4,465,000,000.4 The development of this in- 
dustry during the past quarter century on so extensive a scale 
could never have been accomplished without an enormous 
investment of capital therein. In fact, the security issues of 
electric light and power companies at present reach an annual 
figure of well over a billion dollars. 

Other public utilities and steam railroads.—Other public 
utilities have developed rapidly during the past quarter century, 
although in a somewhat less spectacular manner. Their 
growth has, nevertheless, required a constantly increasing 
capital investment, and, hence, has augmented the total 
demand for capital funds. Total capitalization of gas com- 
panies, for example, has increased from $567,000,000 in 1899 
to $1,466,000,000 in 1919.* ‘The capitalization of our electric 
railway industry increased from $2,308,000,000 in 1902 to 
about $5,4477,000,000 in 1922. 

Our steam roads have also been required to extend their 
facilities in order to keep pace with our rapid industrial growth 
and.the spread of population westward. The rate of growth 
here is less phenomenal than in the case of some of the newer 
industries, but the total increase in capital requirements has 
probably been the largest of any individual industry in this 
country. We find that, in 1900, capital employed by the rail- 
roads of this country amounted to $11,491,000,000 whereas, 
in 1925, the figure stood at $23,644,000,000.° The net in- 
crease here was thus over $12,000,000,000. 

The essential point to be kept in mind at this time in regard 
to ali these figures is that the increasing variety in human 
wants, industrial progress, inventions, and improvements in the 











3 Capital invested in the electric light and power industry on January 1, 1927, 
has been estimated at $8,400,000,000. ‘The Bonbright Survey of Electric Power 
and Light Companies of the United States,” (4th ed.), 1927, p. iv. 

4U.S. Census. The Census Bureau has discontinued the collection of capitali- 
zation figures for gas companies since 1919, and of electric railways since 1922. 

5 “TJ, §. Statistical Abstract,” 1926, p. 384. 
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arts and sciences all increase the demand for capital by making 
its use more profitable; in the words of the economist ‘‘by 
increasing the marginal productivity thereof.” We might per- 
haps make our point clearer if we were to state that, when the 
demand for the products of an industry increases sufficiently, 
when methods of production are devised which increase output 
or lower cost, or when new machinery is invented which accom- 
plishes the same ends, the demand for capital funds is cor- 
respondingly augmented. Indeed, this process is going on at 
all times, and for this reason new funds always find oppor- 
tunities for profitable employment. Let the development of 
new industries cease, or let extensions and improvements in 
present industries subside, and the process of finding satis- 
factory employment for capital would become increasingly 
difficult. 

Annual security flotations: domestic corporations.—A 
fairly good picture of the recent annual capital requirements 
of all domestic corporations may be derived from a study of 
new security flotations. ‘These figures, however, fail to give 
an accurate picture, since they include both new issues, that is, 
issues to provide for extensions, and additions to new proper- 
ties, as well as funding issues. The latter type of security does 
not represent a real additional demand for capital, since the 
proceeds therefrom are used to retire other securities already 
in the hands of the investing public. 


NEW CAPITAL ISSUES OF DOMESTIC CORPORATIONS * 


(coo omitted) 


Year Total 

EOL OM sevartoh rc eene cera eee terre $1,518,272 
TQ Lid alarsversvonakelousps ote tehoveienenetetee toners 1,435,351 
OVO Sopa voOdDdo COO dO On Odos be 50 3,106,931 
TQ2T selsto ss caheyoyerionalfeuon sets ste,loe seve saa tusesvers 2,634,869 
22 Mivrevverator el stevotsl etetepay seeker etal enete rarer 3,423,948 
LQ2QGZ nr icsiansiers eratebatersvavetelelena sucteel See teRaS « 3,601,438 
LQ DAs vay nats (checeue eh races eieene shes iterates 3,219,146 
MP Aerators SOMA D aaton 6.6058 om oc 3,642,012 
LO2O We rennacconerstnt cy ste eure mieten 3,689,351 


* “Ty S. Statistical Abstract,”’ 1926, p. 306. 


Undoubtedly increases in the price level-accounted in part 
for the substantially larger capital requirements during the 
year 1920 and subsequent years, yet the extremely rapid devel- 
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opment, which has taken place in our great national industries 
could not have been maintained without large and increasing 
capital investments. 

Government requirements: nature of government borrow- 
ing—Up to this point we have neglected to consider the 
capital requirements of our national government and divisions 
thereof—state, county, and municipal. Before we come 
directly to a discussion of the extent of this demand, however, 
we shall pause for a moment to examine the social aspects of 
public, as compared to private, borrowing. By far the largest 
portion of private borrowing is undertaken for purposes of 
extending production. This does not necessarily apply to 
public borrowing, and for this reason in any discussion of the 
latter some attention ought to be given to the purposes for 
which loans are made. Our position here is correct, even 
though the question of purpose does not, in the first instance, 
affect the total demand for capital. From a social standpoint, 
on the other hand, there is a sharp distinction between loans 
made for unproductive purposes, such as carrying on a war, 
and loans made purely for productive purposes, such as the 
erection of schools, roads, bridges, or other public improve- 
ments. In the first case, there is a destruction of capital; 
materials and resources are used in the prosecution of a war 
and are consumed once and for all. Quite different is borrow- 
ing for the purpose of building, say, the Panama Canal, roads, 
schools, buildings, and the like. Here the social gain differs 
but little from that which results when private enterprises 
borrow in order to create productive facilities. There has been 
a social saving, and a corresponding increase in the sum total 
of social capital. 

Our national debts——Bearing this distinction in mind we 
shall consider briefly the extent of the public demand in this 
country for funds during recent years. For the decade prior 
to the Great War, the total indebtedness of our national gov- 
ernment averaged between $800,000,000 and $1,000,000,000, 
a considerable portion of which had been incurred for produc- 
tive purposes. A very large increase in our total national debt 
took place, however, during, and after, 1917, until August 31, 
1919, when the interest-bearing debt stood at $26,358,692,- 
ooo. After that date there has been a gradual reduction. On 
June 30, 1926, the total interest-bearing debt of our national 
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government stood at $19,383,771,000.° It is probable that 
“he coming decade will see a further reduction in our national 
debt. At least this may be expected so long as the current 
policy of government economy is followed. At the present 
time, therefore, no new demand for capital funds is likely to 
emanate from our national government, except for the purpose 
of funding old issues of bonds or for temporary funds in antic- 
ipation of current revenues. . 

State and municipal borrowing.—The capital requirements 
of our state governments and municipalities, on the other 
hand, have been increasing rather than decreasing since the 
War. Prior to the year 1917 the total flotation of municipal 
and state issues did not exceed in any one year the half billion 
mark, while, for the six consecutive years, 1921 to 1926, in- 
clusive, total annual sales of municipal and state securities have 
exceeded the billion dollar mark.’ 

Various reasons have been set forth for this rather imposing 
increase in state and municipal borrowing. It is claimed by 
some that the ease with which tax-exempt securities could be 
floated during this period has been the primary cause. ‘That 
is, in those years when surtaxes ran as high as 65 per cent, 
it is apparent that large investors found it highly advantageous 
to purchase bonds, the interest on which was exempt from all 
income taxes. Thus was a wide market created for tax-exempt 





6 “TJ, §. Statistical Abstract,” 1926, p. 206. See also Chapter XXIII, “Obliga- 
tions of the United States Government and Instrumentalities Thereof.” 

7 Commercial and Financial Chronicle, “State and Municipal Compendium,” 
June 25, 1927, p. 8; May 29, 1915, p. 4; May 28, 1904, p. 2044; April 1, 1903, 
Pi3- 


TOTAL MUNICIPAL BOND SALES IN UNITED STATES 
(1901-1924, Inclusive) 


TOOT hey ee $131,549,300 LOLA ope cette 474,074,400 
kotor Sey Gorscyotind Oc 148,463,600 NK) CElem Bone Aare Bene 498,558,000 
TOQOST treme avert 152,281,100 LOUG: an a peretebe set 457,141,000 
TOOATE as Mist tanger sects 250,755,000 LOL 7a ric erates te Pes 451,278,700 
TOOS GA yy tercieuar tere 183,080,000 TOUS Sei." 5 trae ee 296,520,400 
L906 cc ne cinistorom clo 201,743,3CO NOPE Goma anes 6 691,518,900 
MOTO Teabic ROO Gp-CiC 227,643,200 TQ20) toys eee sO 683,188,200 
THOS: Feereoaeeeines 313,797,600 TQQT es Ja themes 1,208,768,3co 
TQOQ cous aia teetueras 339,424,000 1922) sere. ttqen tenes 1, 101,917,300 
LOLOL Aarons eee arons 320,036,200 1023 Ali cauchisveustonenrs 1,063,119,800 
LOWE” fide euctetictene 396,859,700 TO 244 vcctete eiette ehh 1,398,953,000 
LOL ae atest este 386,551,800 TOQS A apnea 1,399,638,000 


2 GS ete tere BIOIO 6 DO 403,246,500 E926 [anion serous 1,365,057,000 
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bonds of municipal corporations. Others lay the recent expan- 
sion in municipal indebtedness to extravagance in local govern- 
ment operations. The real causes are probably to be found 
partly in the rapid increase in prices during and after the War, 
and partly in the increasing capital needs of municipalities and 
states arising from the normal growth in population and from 
the rapid increase in our social income. At least there is some 
evidence in favor of this view, when an examination of the 
purposes for which recent loans have been floated is under- 
taken. By far the largest items for which bonds have been 
issued since 1921 are for the building of streets, roads, 
bridges, and schools. These items alone have, in fact, ac- 
counted for approximately 50 per cent of all borrowing in 
recent years.* During this period, however, over $300,000,- 
000 of soldier bonus bonds were issued by states, which 
represent in all probability a temporary policy. Borrowing on 
this account was occasioned by the War, and, since the funds 
so acquired were immediately turned over to the soldiers who 
participated in the bonus, it is hardly proper to consider these 
bonds as issued for capital expenditures. They represent bor- 
rowing for consumptive rather than for productive purposes. 





8 Commercial and Financial Chronicle, “State and Municipal Compendium,” 
JuMmMe=27271927, 1p. 9. 


PURPOSES FOR WHICH STATE AND MUNICIPAL BONDS WERE 
ISSUED 


(1923 to 1926, Inclusive—% of Total) 





Purpose 1926 1925 1924 1923 
Rehunding mien ances cme, 1.58 3.40 1.38 1.88 
IW ia tebe se Wscat spe inc, ocnk bors 80 10.47 8.38 10.31 8.17 
Streets, Roads, Bridges...... 26.72 28.06 Die 29.58 
SEWEES MERE Ae iLtaels feet 7.95 9.32 6.75 8.39 
SCHOOISH ts iter siait Stahuseraie ies 19.07 23.14 20.62 19.59 
BRUIT e Saree iaciens cieisael teste 5.20 4.16 6.34 4.44 
Parkseeew oe aah aieeh as Gs 3.06 1.45 2.20 2.81, 
dutehtyandn Gasset? ciate ute .9I 1.43 1.46 1.49 
BUC Suey ce pcre Melero is .78 1.08 1.16 1.83 
MIN PLOVEMEM tee. ye ete ye recess Ps 16.87 13.69 7.70 5.97 
Soldiérs* Bonst . sae t. - - 29 55 5.15 8.65 
Flood Prevention ......... .60 70 1.15 .38 
Harbor and Water Front... 1.32 1.09 1.89 1.84 
PISTAnSi tan itrcesersrsnct ye caste! § avs 3.30 92 1.85 1.70 
Gather Kail seas ce oem be Oe 1.00 1.62 1.38 1.36 


Miscellaneous 4.40... 4.000 88 1.01 3.44 1.91 
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From the standpoint of good financing, therefore, it is well 
that no further issues of this kind are anticipated in the near 
future. The most plausible explanation of the growth in munic- 
ipal and state capital requirements, therefore, is to be found 
in the general rise in the price level and the larger expenditures 
necessary for schools, roads, water and light projects, and 
other permanent improvements of a capital nature arising out 
of the growth in wealth and population of the country. 
Capital demands of foreign nations—The demand for 
capital on the part of foreign governments and corporations 
is likewise being felt on an increasing scale in our domestic 
markets. The reasons for this situation are not hard to, find. 
Nearly all European nations were impoverished as a result of 
the War. The severity of the struggle resulted in an enormous 
waste of capital. Furthermore, the productive powers of the 
populations of many European countries were substantially 
lessened. Hence, do we find a low present income and a pro- 
nounced dearth of capital goods in many of these countries. 
The United States, on the other hand, suffered but little in a 
material way, and during the post-war period actually enjoyed 
an increase in productive power and social income. The saving 
of capital in this country, therefore, has been increasingly easy. 
These changes have resulted in the United States becoming 
one of the largest creditor nations of the world. In 1914 it is 
estimated that the United States had invested abroad about 
$1,500,000,000, whereas it owed to foreigners an aggregate 
sum of about $4,000,000,000, thus leaving a net indebted- 
ness amounting to $2,500,000,000.° In contrast to this 
situation let us consider briefly the present extent to which 
we have invested capital abroad. In the first place, foreign 
governments, principally those countries allied with us during 
the War, owe to our government a principal sum ap- 
proximating $11,800,000,000,*° whereas the amount owed to 
individuals in this country by foreigners is estimated at around 
$5,000,000,000. Furthermore, the rate at which foreign loans 
are being executed in this country is increasing annually. It is 
but natural that European nations should look to us for 
capital, in order to restore their productive power, and that 
we should extend accommodation to such nations, where the 





9 Chronicle, Vol. 123, p. 2088. 
1° On Nov. 15, 1926. “U.S. Statistical Abstract,” 1926, p. 208. 
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security offered is properly safeguarded. Furthermore, new 
and undeveloped countries are looking more and more to us 
for the capital necessary to promote their economic develop- 
ment. During the year 1924, foreign loans floated in this 
country amounted to $1, 633,081,000, while, in 1925, $2, 129, 
019,000 of ‘foreign securities were sold to American in- 
vestors."* This movement is likely to continue in the future 
on an increasing scale, with the result that foreign securities 
will unquestionably develop into an important type of invest- 
ment. The steadily expanding interest of the American public 
in foreign securities is best evidenced by the rapid growth in 
listings and turnover on the New York Stock Exchange. 
While, in 1913, there were scarcely a dozen different securities 
listed on this exchange, the number of foreign securities dealt 
in in 1926 was 145. ‘This increase in the internationalization 
of the exchange is even better evidenced by turnover. The 
aggregate of foreign loans traded in on the New York Ex- 
change in 1913 amounted to but $3,459,000, while the total 
sales in 1925 on the exchange alone aggregated $637, 
630,000.” 

Building operations and capital requirements——Further 
heavy demands for capital arise from building operations. 
The erection of homes, factories, and office buildings represent 
a capital investment and must be financed by saving from 
current income. Where the owner pays for the construction 
of the building without recourse to borrowing, no demand is 
exerted in the open market for funds, except in so far as his 
own funds, which might have been offered for investment, are 
prevented from appearing as a supply of capital. On the 





11 Commercial and Financial Chronicle, Vol. 126, p. 304. 
FOREIGN CAPITAL FLOTATIONS IN THE U. S. 


Year Total 

OPI) co pocwoode FD UD Adao be 0% $ 522,448,887 
NG? Doabecbovososgopoggoonce 576,517,000 
NOL edbgoodbounoacowmuood0eD 756,476,034 
GOVE GuduncodeDoe0 od sap sCooOb 347,026,279 
TG 2 Auer fie let al steic tte o) ste ete el efedel 1,244,795,765 
OPI o . 4 ncccnouoncpo Duan UoC 1,307,307,500 
SOS Sseoncnoccucuuoududg 4 OU 1,349,793.040 
OPT) ab on OOO CU OG UdCn mono GD 1,718,796,425 


12 “Report of Foreign Securities Committee,” Investment Bankers Association, 
1926, Chronicle, Vol. 123, p. 2088. 
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other hand, where the builder or owner borrows a part of the 
funds necessary to acquire or to erect buildings, to that extent 
is a demand created in the open market for capital funds. 
Large structures, such as office buildings and hotels, have for 
some time been financed by the issue of bonds, secured by 
mortgages on the property. Where the building of factories 
or other types of construction has been undertaken by cor- 
porations, the funds have likewise been acquired by bond 
issues, or sometimes by stock issues. Here, again, the demand 
for funds appears in the open market. The building or pur- 
chase of homes, on the other hand, has generally been financed 
by mortgage loans made by banks or by certain large lenders of 
money. Whereas, the total of such requirements has un- 
doubtedly been large, the average investor has not, until 
recently, been asked to participate directly in this kind of 
financing. During the past several years, however, there has 
been an extensive growth in mortgage companies whose prin- 
cipal business -has been to lend on small mortgages, deposit 
such mortgages with a trustee, and issue bonds against such 
collateral. These bonds, therefore, are secured by the deposit 
of a diversified lot of small first mortgages. The sale of these 
bonds to the private investor on an extensive scale has enabled 
him to participate in first mortgage financing on a much wider 
scale than formerly. 

Some idea of the current demand for funds for building 
purposes is available from a study of the value of construction 
undertaken annually in the United States. It is estimated that, 
in 1926, new construction amounted approximately to $6,800,- 
000,000; in 1925, to $6,600,000,000; and, in 1924, to $5,237,- 
000,000. ‘These figures are estimates for the entire country, 
compiled by F. W. Dodge Building Corporation, and are 
based on compilations from thirty-six states east of the 
Rockies.*® 

18 Chronicle, Vol. 122, p. 282; Vol. ‘124, Pp. 300. Based on another study 


covering building operations in 262 of our largest cities the figures for the years 
1919 to 1924, inclusive, were as follows (Chronicle, Vol. 120, p. 380) : 





Year Value of New Construction 
LOQA ary meaner eee $3, 547,252,000 
TO230 iisouss iste ern sncraiehare vicrenaa morte 3,391,904,000 
LP PAW to REO Puyo rch PEP Occoa cha 2,764,077,000 
LICH lets cache Anh G Do MSE Aout: 1,869,327,000 
TQ2ZO Soiree orteseile sheers Mere 1,608,036,000 


QO! oo aineras wets anasto ater 1,492,947,000 
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The total number of homes not on farms in the United 
States as shown for the last four census years is as follows: 


HOMES IN UNITED STATES NOT ON FARMS * 


MIQ2O Mayevete toto es). c0e Wiel «chee aia k aaa ects 17,600,472 
Ae) CO) cy ONIN US AUR OES LOT ae 14,131,945 
TQ OO SE wie marta) ict Sauce, Sa 7era the ee tet 10,488,814 
Ee). Ses uidaatGnor Go een EC ay OS Pod 7,922,973 


* “Mortgages on Homes in the United States,” 1920, Bureau of Census, 1923, p. 73. 


The total number of homes in the United States increased by 
3,468,527 from I910 to 1920, or at an annual rate of 
346,853. Statistics of value are not given for all homes in 
the United States, but only for owned-mortgaged homes. 
However, reports giving the value and amount of mortgage 
debt for 1890 show that there were 809,933 owned-mortgaged 
homes, not on farms, with a total value of $2,632,000,000 
and a mortgage debt of $1,047,000,000. In 1920 the total 
value of 2,855,117 owned-mortgaged homes is estimated at 
$14,099,000,000, and the total mortgage debt at $6,000,000,- 
0o00.** The average value of owned-mortgaged homes in 1890 
was thus $3,250, and in 1920, $4,938. If one applied these 
average values to the entire homes in the United States for 
these dates, he would get a value of $25,750,000,000 for all 
homes in 1890 and $86,908,800,000 in 1920. The annua] 
increase in value here is about $2,000,000,000. These figures 
are subject to two inaccuracies, however. A part of this increase 
in value is due to an increase in land values, and a part, to 
advancing prices. As indicating the capital requirements for 
home building in 1920, therefore, it would be more accurate to 
assume an annual increase in homes of 347,000, and an 
average value of $4,938, thus giving an annual home building 
requirement at that time in terms of dollars amounting to 
about $1,700,000,000. 

Within the past five years long term real estate bonds have 
become increasingly popular as a vehicle of investment, with a 
distinct tendency for the annual totals of such bonds to increase. 
The following table shows the extent to which such bonds have 
been offered during this period: 





14 “Mortgages on Homes in the United States,” 1920, Bureau of Census, 1923, 
P. 43. 
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LONG TERM REAL ESTATE BONDS * 


(coo omitted) 


—PurposE oF IssuE— —Types oF STRUCTURE—— 
Real 
Grand Construction Estate  Acquisi- 
Year Total Loans Mort- tions and Offices Hotels Apts. 
gages Improvements 
1922 160,056 101,422 12,790 26,512 74,050 32,115 28,840 


1923 239,283 156,169 25,885 44,350 116,670 52,250 41,980 
1924 319,253 228,117 51,931 12,678 146,567 59,563 66,802 
1925 695,556 399,864 151,356 86,796 262,704 117,132 97,860 
6 mos. 

1926 320,587 176,362 51,703 46,247 148,281 47,638 42,001 


* Chronicle, Vol. 123, p. 2087. 


Figures of this nature are estimates at best, but they serve 
to give some idea of the relative importance of the capital 
demands of specific lines of activity. Unquestionably, the 
building industry as a whole is responsible for an annual capital 
consumption exceeding any other one field of activity. 

Capital requirements of agricultural industries—There is 
undoubtedly a fairly large annual demand for capital in agri- 
cultural industries, although it is somewhat difficult to measure 
this demand precisely. Data relative to the value of farm 
properties other than land are affected by changes in the 
general price level, while fluctuations in land values, which 
have recently been rather wide in amplitude, really have no 
bearing on the supply and demand for capital. 

Some light on the changes that took place in the aggregate 
values of different classes of farm property from 1910 to 1925 
is given in the following table: 


VALUE OF ALL FARM PROPERTY * 


(coo omitted) 











1925 1920 1910 
Value of All Farm Property......... $57,017,740 $77,923,652 $40,991,449 
Vatuetotsland Alone pete eae 37,721,018 54,829,563 28,475,674 
Buildings (5. ot ee eee ce oe 11,746,629 11,488,440 6,325,452 
Implements and Machinery.......... 2,691,704 3,594,773 1,265,150 
Live: Stock sic... sys ck sree tices 4,858,389 -.8,012,876 4,925,174 


Value of Properties Exclusive of Land $19,296,722 $23,094,089 $12,515,775 
* “U.S. Statistical Abstract,” 1926, pp. 582-583. 
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It will be noted that the value of all farm property increased 
rapidly from 1910 to 1920, but showed a rather pronounced 
drop between 1920 and 1925. ‘This was the result of a serious 
deflation in the value of farm properties that occurred after 
1920. The only individual item that failed to register a decline 
after 1920 was that of buildings, which remained about the 
same from 1920 to 1925. Any conclusions one might draw 
from the preceding data regarding the capital requirements of 
agricultural industries would be subject to error. Thus, 
between 1910 and 1920, the value of farm property, exclusive 
of land, increased by $11,578,314,000. On this basis, it might 
be inferred that annual capital requirements of agricultural 
industries were slightly over one billion dollars during the 
decade of 1910 to 1920. ‘This assumption, however, ignores 
entirely the rapid advance that took place in the general price 
level during the period. Furthermore, if one pursued the same 
methods in estimating capital requirements for the industry 
from 1920 to 1925, he would get a negative result. ‘Thus, 
while the preceding data give interesting information regard- 
ing the agricultural industry they do not aid in determining 
the capital requirements of the industry. 

Somewhat more reliable information regarding agricultural 
requirements is available from the records of farm mort- 
gages. According to data reported to the United States 
Census, the amount of mortgages outstanding on farms owned 
by operators (as distinguished from farms operated by 
tenants) was $1,726,173,000, in 1910; $4,003,767,000, in 
1920; and $4,517,259,000, in 1925."° The per cent of total 
mortgages to total values in 1910 was 27.2; in 1920, 29.0; 
and in 1925, 41.8. It is apparent that farm owners through- 
out this period used outside or borrowed capital on an increas- 
ing scale to facilitate farm operation. If one applies the same 
percentages of mortgage debt to total value as shown by the 
census study to the total value of all farms (operated by 
owners and by tenants) at these dates, the total farm mort- 
gage debt may be estimated at $9,465,000,000, in 1910; at 
$19,227,000,000, in 1920; and at $23,813,000,000, in 1925. 
The average annual increase necessary to make up the dif- 
ference between the 1910 and the 1925 figures approximates 
$1,000,000,000. To this sum should be added the capital 


15 “TJ, §, Statistical Abstract,” 1926, p. 595. 
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requirements that are covered by current borrowing through 
banks, as well as those requirements that are met through 
reinvestment of income by the farmer himself." 

Installment sales and the financing thereof —Within recent 
years a new type of financing has sprung up—the financing of 
installment sales of consumers’ goods. It has recently been 
estimated that 17 per cent of the entire amount of consumers’ 
goods sold at retail is disposed of on the installment plan. 
The total amount so involved in 1925 has been put at $5,000,- 
000,000.17 According to more recent estimates the annual 
sales of goods, exclusive of real estate, stocks, and bonds, on 
the installment plan in this country amounts to $4,875,000, 
000, while the average amount of outstanding debt 1s $2,201,- 
000,000." 

Operations of this kind either require heavier loans from 
banks, which extend credit to the merchants carrying cus- 
tomers’ accounts or which discount the notes of customers 
themselves, or they require the aid of finance corporations, that 
is, corporations which specialize in discounting installment 
notes. While installment selling actually does create a demand 
for capital, and thus has an effect on interest rates, the result- 
ing borrowing must be regarded as “consumption” borrowing 
in contrast to the financial operations of business concerns 
engaged in production. 

Current capital requirements.—Quite different from a 
social standpoint, however, is short time borrowing for produc- 
tive purposes by manufacturing and selling concerns. Our 
existing business structure requires the use of liquid capital on 
an extensive scale for the purpose of financing more or less 
current capital requirements. Thus the normal business con- 
cern, whether engaged in manufacturing or distribution, fre- 
quently borrows from commercial banks for the purpose of 
financing such current operations. In view of the fact that the 
total volume of such loans is always large we may regard this 





16 Kirshman, John E., in “Principles of Investment,” p. 60, 1924 (A. W. Shaw 
& Co., Chicago), estimates the annual agricultural demand for credit at 
$1, 500,000,000. 

17 Survey made by U. S. Chamber of Commerce. See Chronicle, Vol. 122, 
p. 1561. A recent estimate made by the Farmers Loan & Trust Company, 
covering selected lines only, places the amount at $3,293,412,000. 


18 Seligman, E. R. A., “The Economics of Installment Selling,” p. 18, 1927, 
Harper & Bros., New York. 
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kind of borrowing in practice as creating a permanent demand 
for funds. The volume of bank loans will amount at present 
to somewhat over thirty billions of dollars. In addition, 
there is always present a large amount of open or book 
accounts, representing temporary financing. ‘The volume of 
such open market accounts or acceptances will probably reach 
one billion dollars at present, while call loans, used purely for 
purposes of carrying securities, will use from one to two and. 
one-half billions of dollars. Much of the capital employed in 
short term borrowing, it is true, is created by our banking 
system. Yet, since we included such operations in our discus- 
sion of sources of capital, so must we include the demands for 
such funds in our discussion of the demand for capital. 

Summary.—In the present chapter we have examined 
several of the more important sources from which a demand 
for loanable funds arises as well as the extent of such demand. 
It would be idle to attempt a statistical measurement of this 
total demand by adding the totals of each group. Such a 
figure, in the first place, would involve a certain amount of 
duplication. Furthermore, it would not be helpful in deter- 
mining the rate of interest. We have made our analysis of 
the supply of, and demand for, capital with two things in 
mind. In the first place, we have emphasized the motives 
which underlie saving and which underlie the employment of 
capital. Fundamental changes in these motives have an effect 
on interest rates. Thus, let the thrift movement gain substan- 
tial headway and interest rates will be lower, other things 
being equal, than they would have been had such a movement 
not developed. Conversely, let a new industry develop, with 
extensive opportunities for the employment of capital, or, 
given a situation which involves the conduct of a devastating 
war, and interest rates will be higher than they otherwise 
would be, other things remaining the same. 

Our second effort centered around an analysis of the amount 
of capital coming from certain sources and the amounts used 
‘n certain classes of undertakings. If we had accurate data 
as to the entire amount of capital saved during a given year 
and the amount utilized, the two figures must equal. The 
supply of capital and the demand, at a given rate of interest, 
equate, of course. Thus, while it is interesting to know whence 
our capital comes, and to what major uses It 1s put, there are 
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the forces which lie back of saving and consumption that 
deserve important consideration when studying probable 
changes in the long time rate of interest. 

The student will further have been impressed with the 
extent to which our present economic structure is based on 
capitalistic methods of production, as well as the extent to 
which progressive development depends on the annual forth- 
coming of large amounts of fresh capital. It is the proper 
allocation of this capital to our various industries in a way 
that best serves the community that creates the central theme 
in our present study. 


CHAPTER IV 
THE RETURN ON INVESTED CAPITAL 


Interest defined.—In the field of economics the term ‘‘in- 
terest’ is used to denote the price paid for the use of capital. 
Interest, therefore, is that share of the total income of society 
which is received by the-capitalist. Just why there should be 
a return on capital is in the main a question for the economist, 
yet the answer may be suggested here at least in its broad 
outlines. The accumulation of capital implies the exchange 
of present goods for future goods. For example, the man 
who buys a $1,000, 5 per cent bond in 1925, which matures 
in 1935, has given up a definite present sum, which he might 
have spent for goods. In return for this, he gets the promise 
of $1,000 at a distant time, plus a certain additional amount, 
called interest, which he is to receive in the interim. We might 
simplify matters somewhat if we suggested that all the future 
sums which he expects to receive, amounting in the present 
case to $1,500, have a present value of $1,000. This situation, 
of course, implies that future goods are at a discount in terms 
of present goods, and this is exactly the attitude taken by most 
individuals. The majority of people would prefer $1,000 
to-day to a like sum a year from now; or, having $1,000 
to-day, they prefer to spend it rather than to defer the enjoy- 
ment therefrom for a period of years. “The accumulation of 
capital, therefore, involves a distinct sacrifice on the part of 
most individuals who save, and is stimulated only by the 
expectation of receiving a larger sum in the future than that 
given up in the present. 

But why, on the other hand, should people be willing to 
pay a premium for present goods? A partial answer to this 
question has already been suggested. Capitalistic methods of 
production are more productive than direct methods of 
production. Those who have command over capital goods 
are able to make use of them in ways which yield a return in 
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excess of the amounts borrowed. Hence, they are willing, if 
necessary, to pay back a greater sum in the future than that 
borrowed at the present. It is the interplay of these two 
forces that gives rise to interest, and the rate which emerges 
may be regarded as a function of the demand for, and supply 
of, lendable funds.” 

Normal, or long time, interest rates—the yield on British 
consols, 1849-1910.—The pure rate of interest is the price 
paid for-the use of capital with no premium for risk. In 
practice, the rate of interest quoted on a given loan is generally 
made up of pure interest and an additional amount, which, 
supposedly, measures the risk involved in that transaction— 
the possibility that some unforeseen circumstance may arise 
that will prevent the borrower from living up to his part of 
the contract; or the difference between the pure rate of interest 
and the rate quoted may cover the expenses involved in 
handling the loan. This is true, where the loan is small in 
amount, or where there is an expense of administration, as in 
the case of small real estate mortgages. In discussing the 
pure rate of interest, therefore, one must consider loans 
which, so far as possible, are devoid of investment risk and in- 
vestment cost; otherwise the apparent return which is in 
evidence will include not only interest but other elements of 
income as well.?, For many years prior to the Great War 





1 There are divergent views among economists regarding the nature of inter- 
est. The Austrian school led by Bohm-Bawerk stresses the advantages arising 
from indirect, or roundabout, methods of production over direct methods, as 
giving rise to the demand for capital, and, hence, as the essential factor in de- 
termining interest rates, although some attention, it is true, is given to the time 
preference which present goods enjoy over future goods. Irving Fisher, on the 
other hand, bases his theory of interest on the time preference of present, over 
future, goods, suggesting, however, that the advantages accruing from capital- 
istic methods of production must be considered as a factor in stimulating time 
preference. See Fisher, Irving, “The Rate of Interest,” 1907, Macmillan Co. Pro- 
fessor Frank Fetter goes somewhat farther than Professor Fisher in the develop- 
ment of the psychological theory of interest and virtually excludes the question of 
productivity (in the sense just discussed) from the problem. See Fetter, Frank, 
“Economic Principles,” Vol. I, Chapter IV, 1915, The Century Co. ‘Taussig, 
Frank W., stresses the factors governing both the supply of, and demand for, 
capital in his theory of interest. See “Principles of Economics” (3d ed.), Vol. II, 
Chapters XXXVIII to XL, inclusive, Macmillan Co., New York. 

2On page 58, we shall consider more fully the matter of differences in rates 
of return on different classes of investment in the same market to account for 
risk and lending costs. 
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British consols were considered to be as nearly riskless as any 
type of investment. It is true, of course, that obligations of 
the United States were so considered after 1880; but until 
that time it cannot be said that United States government 
bonds were regarded with as much favor as those of the 
United Kingdom. Consequently, a study of the yield on 
British consols, for the period from 1849 to 1910, ought to 
give us a fairly definite idea of the range of pure interest rates 
during the latter half of the nineteenth century, and the first 
decade of the present century. 


Fig. 1—Yield on British “Consols,” 1849 to 1910. 
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It is apparent from this chart * that the pure rate of inter-. 
est varied, during the 62-year period studied, from 3.3 per 
cent to slightly under 2.5 per cent. From 1849 to 1882 the 
rate was maintained at over 3 per cent. From then until 
1897 interest rates declined almost constantly and thereafter 
rose sharply until r901. From that year until 1910 a fur- 
ther but more gradual rise is noted. Accompanying these 
long term fluctuations in interest rates are to be found funda- 
mental changes in other aspects of our economic structure. 
Variations in the price level, changes in the world’s supply of 
gold, changes in methods of conducting business, and, above 
all, a quickening in our entire economic life are among the 
phenomena that are familiar to all of us. 





3 Taken from data presented in Journal of the Royal Statistical Society, Vol. 
75, p. 399, “The Rate of Discount and the Price of British Consols,” by T. D. 


Williams. 
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Interest rates in the United States——The course of United 
States government bonds from 1860 to 1899 is most interest- 
ing.. Starting from a low point in 1861, when the average 
yield thereon was as high as 7.5 per cent, the price of these 
obligations advanced until, in 1889, they averaged to sell at 
a yield but little more than 2 per cent. 


Fig. 2—Course of Government Bonds in Post Civil War Period (on a 
yield basis). 
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Arens, H. F., and Bancroft, J. R., ** The Be oie Prices," Annals of the American Academy, 
“ol. 88, p. 16. 


These erratic fluctuations are explained in part by the suc- 
cess of our civil government in the war, and in part by the 
introduction of a system of national banks, whereby govern- 
ment bonds were required as collateral to secure note issues.* 
The rather sharp drop in price, and the corresponding ad- 
vance in yield from 1877 to 1879, in contrast to the previous 
advance in price, was due in no small degree to the doubt 
raised during that period as to the ultimate resumption of 
specie payments and the discharge of our government debt 


4 See Chapter XXII. 
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in gold rather than in paper currency. As soon as that point 
was settled the price of government bonds rose sharply and 
the yield on such obligations dropped to a point even below 
the yield on British consols at that time. 

The special market which United States obligations enjoyed 
prior to the passage of the Federal Reserve Act in 1913 


Fig. 3.—Average Yield on High Grade United States, Municipal, Rail- 
road, Industrial, and Public Utility Bonds. 
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destroys somewhat their value as a barometer of true interest 
rates in this country. We shall present, therefore, another 
chart indicating the average return on four distinct groups of 
bonds from 1900 to 1925. We have here selected municipals, 
railroads, public utilities, and industrials. Municipal issues 
most nearly approach the riskless type, while the remaining 
three groups involve varying degrees of investment risk. 

In this chart a continuance of the movement already noted 
in the chart on page 55 is in evidence. The rise from 1900 
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to 1909 closely parallels that which occurred in the yield on 
British consols, although our curve for the United States starts 
from a slightly higher base. Following a temporary drop 
from 1909 to 1910 the advance continued until 1914, which 
year marks the beginning of the World War. From then on 
forces of an unusual nature were present, which caused rates 
to fluctuate over a much wider range than one would nor- 
mally expect. The extraordinary advance in interest rates 
from 1916 on, to a point well above § per cent in 1920, can 
be accounted for largely by the extraordinary amounts of cap- 
ital required for war purposes. Thereafter a decline almost 
as rapid is noted until, at the end of 1925, yields on all classes 
of bonds were back nearly to pre-war levels. 

The effect of risk on investment yields——For the purpose 
of analyzing the course of interest rates during recent years 
we sought data relating to the yield of riskless securities, or, 
perhaps, better, securities offering the lowest possible degree 
of investment risk. In actual practice, however, the investor 
would have found, in any year during the period covered, a 
wide divergence in the return on different classes of invest- 
ments. Not only would he have found a variation in the re- 
turn on other securities in the same market, but he would have 
found a difference in average interest rates in different coun- 
tries. Evidence of the spread that exists between different 
securities in the same market already appears in the preceding 
chart (No. 3), where the twenty-five-year average return on 
four different classes of securities in the United States is pre- 
sented. Municipals, as a class, sold on the lowest yield basis; 
railroads, next; and public utilities, third; while industrial 
bonds, generally sold to net the investor the highest return. 
The differences in yield between these four broad classes of 
investments measures, to some extent, the market’s estimate of 
the relative degrees of investment risk involved in each class. ° 
In other words, it is evident that investors, during most of 
the period studied, anticipated larger capital losses in indus- 
trial investments than in any other type, and, consequently, re- 
quired a premium in the form of a higher interest return to 
compensate for this. Supposedly, the difference in gross re- 
turn received on this class of bond over that received from 
a similar amount invested in municipal bonds was just sufh- 
cient to cover the capital losses suffered in the former group. 
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Legality and investment yields.—This would be true if the 
market's estimate of risk coincided with the actual losses suf- 
fered, and if no other factors entered the situation. As a 
matter of fact there were other factors than those related to 
risk that may have caused a spread in the return on these 
four classes of investment during the period covered; never- 
theless, one is correct in assuming that the order of desir- 
ability between the groups did not differ from that already 
indicated. One of the most important of these outside factors 
pertains to the legality of various types of securities as proper 
investments for trust funds. Each state has its own peculiar 
laws defining the kinds of investments that trust funds and 
savings banks may purchase. For many years practically 
every state has had legalized investments in a rather wide list 
of municipal and railroad bonds; but, until recently, public 
utility bonds have not been so favored. In 1926, Massachu- 
setts revised her laws in this respect and now permits savings 
banks and trust companies to invest in certain public utility 
bonds, thus raising the number of states legalizing this type 
of investment to ten.? At the present time, many public utility 
bonds are unquestionably of a sufficiently high character to 
warrant their being legalized for fiduciary investments, and 
this list of states will probably be extended as soon as the 
practical difficulties of changing obsolete legislation can be 
overcome. When this takes place a continually widening mar- 
ket will be created for public utility bonds, and the spread 
between the yields on railroad and public utility securities will 
be further minimized. 

Effect of marketability on yields: bonds of varying matu- 
rity dates——Not only are there differences in yield between 
groups of securities at any given time, but there are wide 
variations among the yields on individual securities within 
these groups, which may be accounted for only in part by the 
credit standing of the obligor named on the bond. Consider 
tor a moment the question of marketability. It is a well- 
known fact that two bonds whose risk elements are exactly 
equal may vary in yield, where one is more readily market- 








5 Other states permitting investment in public utility securities in 1926: Cali- 
fornia, Connecticut, Maine, New Hampshire, New Jersey, New Mexico, Rhode 
Island, Vermont, and Ohio. Michigan allows investments in. utilities within 
the state. 
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able than the other. Furthermore, the length of time a bond 
has to run to maturity will also affect its yield. During periods 
of high rates on short time paper, short time bonds will sell 
at prices which make their yield approximately the same as 
that found on short time commercial loans. Long term bonds, 
on the other hand, will sell on a somewhat lower yield basis, 
or at relatively higher prices, for the reason that the investor 
seeks such issues for the purpose of extending this favorable 
return for.as long a time as possible. Conversely, when inter- 
est rates are especially low, long term bonds sell at prices 
which yield somewhat more than short term bonds. At such 
periods short maturity bonds are in greater demand, for in- 
vestors are reluctant to tie funds up for long periods at un- 
favorable interest rates. This stimulates the demand for short 
time issues and depresses the demand for long term issues. 

The following table will serve to illustrate the variations in 
yield that are found within certain groups of securities: 


TABLE SHOWING COMPOSITE YIELDS ON LISTED AND UNLISTED 
BONDS OF DIFFERENT GRADES * 


(December, 1925) 


Railroads Public Utilities Industrials 
Composite Average Yields Average Yields Average Yields 
Rating Listed Unlisted Listed Unlisted Listed Unlisted 
Adalia arate 4.72 4.81 4.87 4.94 5.04 5.09 
A Calmrastrrats 4.75 4.83 4.91 5.02 5.07 5.52 
aay eenass 4.81 4.88 4.94 5.07 5.11 5.18 
aay ae see 4.83 4.92 4.96 Gerx 5.16 5.21 
Name atten 4.95 5.03 5-11 5.24 5.37 5-47 
Aa Bee picas 5.02 5.09 5.13 5.29 5.41 5.52 
Na catheter 5.06 ony = 5.19 5.30 5.46 6.56 
Na ecyate va lere 5.08 5.15 5.22 e393 5-51 5.61 
JA) pode hande ts bie 5-46 5-52 5.48 5.61 5.90 6.08 
ANS cutee che yes 5.51 5.54 5-52 5-66 5.93 6.14 
AM ates Meceaeote 5-55 5.58 5-59 5.68 5-97 6.18 
URE renete tere 5.60 5-64 5.63 5-73 6.03 6.21 
Baa iets» 5-91 5-96 6.12 6.14 6.74 6.78 
Baas cals ass 5.84 6.02 6.17 6.18 6.81 6.83 
Baar chive: 5:93 6.07 6.19 6.21 6.82 6.91 
Baa eee oe 6.02 6.11 6.24 6.28 6.87 6.94 
Batasssenc 6.64 6.72 6.78 7.03 7.40 7-53 
Baier rsiciacc. 6.71 6.78 6.82 7.09 | 7.47 7.54 
Ba onus ae 6.73 6.84 7.01 7.18 ; 7.61 7.60 
Bat dsctoey-©- 6.81 6.88 eke Wa28 7.67 7.72 


* Adapted from ‘Annual Quotation Booklet,” published by P v 
t f ' ) ; ; y Pynchon & Co., N x 
ag ratings obtained by averaging those of Moody, ‘Standard Statistics,” is 
an itch, re 
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The average yields on listed and unlisted bonds, as well as on 
bonds which differ in respect to credit status, are shown for each 
of the three groups: railroads, public utilities, and industrials. 
- In connection with the preceding table it is interesting to 
note the uniform rise in yields as one passes from the higher 
to the lower grades of issues. There is also a uniform differ- 
ence in the yield of listed as contrasted with unlisted issues. 
The listing of a security does not per se eliminate risk, but 
rather indicates a more ready market. The spread between 
listed and unlisted issues may, therefore, be taken to indicate 
the premium put on marketability. We again observe the 
order of preference which these three groups enjoy in the 
minds of investors: railroads, public utilities, and industrials.° 

Geographical variation in interest rates.—Analogous in 
some respects to the variations in yield found among ditferent 
securities in the same market are the variations found in the 
rates of interest current in different countries. If there were 
an absolutely free flow of capital from one country to an- 
other, and if political stability were the same throughout the 
world, the only differences in the interest yield on investments 
would be those arising from the special characteristics of the 
securities themselves, such as the degree of risk present, the 
maturity of the issue, its marketability, etc. As a matter of 
fact, there is not a free flow of capital from one country to 
another. Thus, investment of funds abroad, irrespective of 
any other risks, involves exchange fluctuations. But, further, 
there is the difficulty of supervision, because of the remote- 
ness of the enterprise, as well as the whole question of politi- 
cal stability in different countries. There is a natural reluc- 
tance on the part of investors to commit funds to undertakings 





6Tt is a pertinent question whether the market estimate of risk exactly meas- 
ures the mathematical risk involved in different groups of investments. ‘That 
is, given a large sum, would it pay the investor to select securities on which the 
market places a high risk, and set up out of his gross return a fund to amortize 
losses. If the investor were able to select his issues with such success that his 
actual losses were less than his anticipated losses then he would make a return 
in excess of a true interest return. That is, the premium for risk would more 
than measure the risk present. For a further discussion of this subject as well 
as a statistical analysis of certain trial investments see “Elements of Investment 
Income,” Arthur Stone Dewing, Harvard Business Review, Vol. I, No. 3, 
p. 300 ff. Professor Dewing suggests the following notation in summarizing: 
“If ‘g’ represents the gross return on any investment, ‘p’ the pure rate of interest 
then prevailing, ‘r’ the compensation for risk, and ‘e’ the profit or loss due to 
individual business judgment, then, g—=p—+rte — 
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in distant parts of the world where events cannot be easily and 
conveniently followed. For this reason, each financial market 
develops an interest rate of its own, within certain limits, de- 
pending on the local supply of, and the demand for, capital. 
Each country has its own interest rate, which usually varies from 
that found in other markets. Yet the spread between rates in 
different countries can never become very great, except in 
times of war, or because of other special circumstances; other- 
wise the inherent objections to loans in foreign countries would 
be more than offset by the premium on such loans. 

It is, of course, entirely logical that interest rates should 
be lower in old and established countries than in new and 
growing ones for several reasons. In the first place, after 
capital accumulation has been going on for some time in a 
country, the domestic requirements become fairly well supplied 
and the marginal productivity of capital is lowered, that is, 
capital must be employed in less and less profitable ways. In 
new and undeveloped countries, on the other hand, the more 
productive uses of capital are still open and many opportuni- 
ties are presented for high returns. For this reason, capital 
flows from older to newer communities; from communities 
where the marginal productivity of capital is low to localities 
where it is high. Furthermore, it is often true that the risks 
of investment are higher in new or undeveloped countries, be- 
cause of a less stable government, of inadequate legal systems, 
or of the newness of industrial undertakings, the newness ac- 
counting for a higher return in the last class mentioned. 

For many years prior to 1914 Great Britain supplied capi- 
tal in large quantities to countries all over the world. The 
development of American railways before 1900 was materially 
helped by British capital, which was also invested on an ex- 
tensive scale in South America, Canada, China, India, and 
other parts of the Far East. The promise of higher rates 
abroad than at home and the presence of an ever growing 
fund of capital were the main factors responsible for this 
movement. 

A study of the return on various groups of investments 
floated in the British markets from 1888 to 1911 will serve 
to illustrate the point just made in respect-to the higher re- 
turn customarily enjoyed on investment in less developed 
countries during this period. 
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PROMISED RETURN ON HOME, COLONIAL, AND FOREIGN 
INVESTMENTS 


(Floated in British Markets, 1888-1911) * 


Home Colonial Foreign 
Year Per Cent Per Cent Per Cent 
ESS Csausi ie enaislvsis oot 4.35 3.43 5.61 
BRASS ohctg coteciry Sconce Rke 2.92 4.09 5°53 
PONG ante oct baesomio lec 2.81 3.07 3:97 
TOO Breve erry tee: 3.44 3.27 elt 
LOOOK Heiaralyersste cise 3.35 3.20 4.05 
LOO craves era et, eres & 3.00 3.40 5-34 
UGTORT brickiatolsrons & omeaeoe Ae B21 4.94 
1903 Beer srecpattechs « 3.44 B21 lif 
TQ On iepeemebowatesaucte.. akon 3.46 3.78 5-83 
LOO y "ORR ORO OO 3-39 3.78 4.99 
LOO GWE. Chie Takers Boag) 3.85 5.14 
C7. GArADe COW Ge,e 3-61 3.99 4.90 
NOOSs ian wikis iyo ene ee 4.00 4.04 4.95 
MO OQ rencttievs torah teacr serene 3.60 3.96 4.88 
WOLO" ste c os: hargeiaaece B72) 4.19 4.85 
LOLI MELE oe ack: 4.61 7 4.03 4.85 


*“The Rate of Interest on British and Foreign Investments,’ Lehfeldt, R. A., 
Journal of the Royal Statistical Society, Vol. 76, p. 196 ff. 
y~ Three issues only. 


Thus, with but five exceptions, the average promised yield on 
new domestic securities floated in British markets was lower 
than that on securities issued by colonial enterprises, and, with- 
out exception, the average return on domestic flotations was 
substantially below that promised on foreign securities during 
the period covered. Furthermore, the return on colonial 
enterprises was below that promised on foreign securities. 

At the present writing a radical change is noted in the posi- 
tion of the United States. We are to-day a lending nation. 
The vast accumulation of capital piled up in this country since 
the War has sought employment in foreign fields, partly in 
the rebuilding and financing of nations devastated during the 
War, and partly in financing less developed nations. The 
same phenomenon is noticeable here that was present in the 
British situation before the War. Interest rates are low at 
home, as contrasted with the promised return on investment 
in German, Japanese, Italian, and South American enterprises. 
The failure of our domestic capital needs to grow as rapidly 
as capital accumulation and the promise of a substantially 
higher return on foreign investments have been responsible in 
large measure for the present development, and will undoubt- 
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edly continue to stimulate our interest in the field of foreign 
investment in future years. 

Interest versus profits—The return on invested capital is 
called interest in economic theory and we have accepted this 
meaning of the term up to this point in our discussion. Theo- 
retically, capital is entitled to a return which is devoid of all 
risks and which is in no way associated with the management 
of enterprises, for the return allocated to the entrepreneur or 
business manager is known as “profits” in economic theory. 
We should, however, completely overlook the practical as- 
pects of the situation if we ended our discussion at this point. 
We are, in fact, compelled to recognize the practical, as well 
as the theoretical, viewpoint of the investor. Credit instru- 
ments, such as bonds and notes, it is true, do bear fixed rates 
of interest; and, in respect to the return on capital invested 
in this type of security, we are correct in confining our dis- 
cussion to a study of current interest rates. But this type of 
security represents only a small part of the invested capital 
of the country. One must consider also the large amount of 
preferred stocks outstanding, the return on which, although 
not contractual, is frequently regarded as fixed in very much 
the same way as interest is. In theory, the return on a pre- 
ferred stock is partly interest and partly profit, since all stocks, 
both preferred and common, represent ownership in the cor- 
poration, yet the average investor probably regards dividends 
received on preferred stocks just as much a return on capital 
as he does the interest which he receives on bonds. 

Common stocks, on the other hand, present an even more 
complicated problem. For not only is a part of the return 
received on this type of security more purely profit as con- 
trasted with interest, but the forms in which the return may 
come are varied. In fact, the return on common stock in- 
vestments may be received in any or all of the following ways: 
dividends, subscription rights, surplus accumulation, or appre- 
ciation in market value. Theoretically, therefore, as well as 
practically, the return on such securities appears as a participa- 
tion in profits, in that it is a residual, not a fixed, claim. Yet 
we must consider the return on common stock, which repre- 
sents the ownership equity in corporate property, in part, at 
least, as a return on capital similar to interest paid on bonds, 
even though the economist distinguishes between profits and 
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interest. It is at once apparent that in the remainder ‘of our 
discussion we will be unable to adhere strictly to the economic 
distinction between profits, interest, and the return for risk. 

Return on invested capital in selected groups of enter- 
prises: industrial earnings, 1910-1913.—As one would expect, 
our task from now on will be somewhat more complicated 
than when we were discussing the pure rate of interest. At 
that time we were dealing with a definite phenomenon, which 
has long been studied and on which there is a mass of related 
and consistent data. In considering the return on various 
classes of stocks, on the ownership equity in businesses, or on 
the total capital investment in enterprises, where interest, 
profits, and a return for risk are all present in varying degree, 
one must be content with less satisfactory, less well-defined, 
and less continuous evidence. The question of procedure in 
developing this material also presents difficulties. 

With this situation in mind, however, we shall proceed first 
to an analysis of the return on broad classes of invested capi- 
tal, that is, the return on total capital invested in certain se- 
lected types of industry. ‘Thereafter we can profitably take 
up in more detail the return on selected classes of stocks, such 
as preferred and common. 

In a study made by the author of the rate of earnings on 
capital invested in industrial enterprises for the years 1910, 
IQII, 1912, and 1913, it was found that twenty-five companies 
averaged between 5.7 and 7.2 per cent on their total capi- 
tal invested.” This is substantially lower than one would nor- 
mally expect, in view of the risks inherent in industrial enter- 
prises. We are, however, dealing with averages which include 
high and low earning concerns. One of the characteristics 
found among industrial concerns is a wide variation in the 
ratio of earnings to investment. Some companies consistently 
earn very high rates. The Ford Motor Company, for ex- 
ample, was able consistently to earn throughout this period 





7 The average return for specific years was-as follows: 


Average per cent 


Year Earned by 25 Cos., 
MOP) Seo onnoshosooncommovenseos 5.7 
Oi andedoacddhecodveoodGOsogt 5.7 
MOVE) edad co suno on bdo CoO Nt ORC 7.0 
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well over 100 per cent on its book investment. Other com- 
panies during the same time were unable to earn a rate equal 
to that promised on high grade bonds. It is the expectation 
of a high return, not the existence of a given average return, 
that attracts capital into the field of industrial investment. 

In another study of the profits on typical industrial com- 
panies for the years 1912 and 1913, it was shown that 
$406,829,358 of invested capital earned $55,613,659, or 
13.67 per cent, after providing for all costs and expenses of 
management, including depreciation of plant and equipment.® 
This study was general in nature, no attempt being made to 
group the companies included according to the nature of their 
businesses. It is also true that the average size of the com- 
panies here studied was smaller than the average of those used 
in the first study. It is probably true, as a rule, that, within 
certain limits, small, closely held corporations make higher 
returns than larger corporations, investment in which is widely 
held, and which are, therefore, subject to so-called absentee- 
ownership control. 

Earnings of miscellaneous companies, 1917.—The average 
rate of return shown for industrials in the two preceding stud- 
ies covering the 1910-1913 period was somewhat lower than 
that shown for 31,045 selected corporations studied in an- 
other connection for the year 1917. One would expect the 
average return on capital invested in industrial enterprises 
to be high in 1917, however, on account of the large amount 
of War business handled during that year and the rapidity 
with which prices advanced in 1916 and 1917. The com- 
posite result for these. 31,045 corporations, based on a report 
by the Treasury Department to the Senate, showed a total net 





8 Sterrett, J. E., “The Comparative Yield on Trade and Public Service Invest- 
ment,” American Economic Review, Vol. 6, No. 1, p. 4. A further analysis of 
the 158 reports under examination shows that, upon invested capital, in 117 
cases 8 per cent or more was earned. 


Cases Per Cent Earned 
PSOE OS or tak See 10 
S GNpep hae Waves eis Gia eheceratat ag house tention 12 
TOM Mei dicta s Snes es ASE ee 15 
Le SECA oh) OP ANOS OE TOROS oe 20 
28 Ss creas Rie GL Repo eye ne Rea 25 
175 wate Ne ot ce od ie ey ee 30 
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income before taxes of $4,760,933,000 on an invested capital 
of $22,000,000,000, the per cent return here being 21.7.° 
The average for all corporations, however, would undoubt- 
edly be lower than this, for, according to Treasury reports, 
119,000 corporations showed no net income at all in 1917. 

These figures are given for what they are worth, although 
it is hard to see how they can be used as a basis for broad 
generalizations. As already indicated, they are based on 
operations during a War year and comprise only corporations 
which actually showed a profit." Furthermore, they comprise 
a heterogeneous group of companies in different lines of busi- 
ness. 





9See Friday, David, “Profits, Wages, and Prices,” pp. 35-37, 1921, Harcourt, 
Brace & Co., New York. 





Net Income Invested Percentage Net In- 

Income Range before Taxes Capital come before Taxes 

Percentage (000 omitted) (000 omitted) to Invested Capital 
under 10 $ 477,013 $6,250,000 7.6 
10-15 389,211 3,000,000 13.0 
15-20 578,015 3,400,009 17.0 
20-25 566,799 2,600,000 21.8 
25-30 324,599 1,2C0,000 27.0 
30-35 301,186 1,000,000 30.1 
35-40 389,700 1,100,000 35-4 
40-50 1,189,719 2,700,000 44.1 
50-75 293,185 500,000 58.6 
75-100 133,416 150,000 89.0 
Over 100 118,152 100,0c0 118.1 
Total $4,760,933 $22,000,000 21.71 











10 The following table, taken from “The Course of Profits During the War,” 
by Bruce D. Mudgett, Annals of American Academy, May, 1920, p. 148 ff., will 
serve to illustrate the extent to which industrial profits advanced during the 
War period: 


RATE EARNED ON INVESTED CAPITAL DURING PRE-WAR AND 
WAR PERIODS 


(Selected Industrials) 


Rep. 
Sloss Lacka- Cruc- Beth- Iron Ry. Press N.Y. West. 
U.S. Sheff. wanna ible lehem and _ Steel Steel Am. Air Air 
Steel Steel Steel Steel Steel Steel Spring Car Loc. Brake Brake 


Pre-war Period 


(1910-1913)... 6.8 3.0 4.3 5.6 ral 4-3 4.6 4.4 Lee? 5.4 17.3 
Total War 

IBeriodwtcrn acm 12.2 6.5 14.9 Taye | 3255 12.8 8.6 60 88 23.4 24.4 
U.S. Neutral 

Berrod trey sets ties 408 10.2 4. 40.7 10.7 Bio) LALO, WeO\OtL Siege e) 2is2 


U. S. Belligerent 
Period ce-cwus 13.5 9.1 22.0 18.1 18.7 16.0 12.9 S60 085 PES 34.1 
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This last objection, however, has been overcome, to some 
extent, in that 30,892 of the companies listed have been 
grouped into 5 selected classes and the average rate earned 
by each class on capital invested shown separately. The re- 
sults of this study are shown in the following table: 


PERCENTAGE OF EARNINGS TO CAPITAL OF 30,892 CORPORATIONS 


(For 1917) 
Percentage Financial Railroads Transpor- Manufactur- 
Net Income Corpora- and Public tation by Agricul- ing and 
to Capital tions Utilities W ater tural Mining 
Under ro 23.3% 78.2% 2.8% 14.3% 2.4.70 
10-20 63.9 20.6 1.9 30.2 19.6 
20-30 10.8 1.1 7.2 20.0 20.7 
Over 30 2.0 O.1 88.1 35.5 57-3 


From these data for the year 1917 it appears that the low- 
est rate of return was found in the railroad and public utility 
group. A partial explanation of this situation undoubtedly 
lies in the fact that both of these industries are regulated as 
to the rates that they may charge and the conditions under 
which they may render service. Not only did this situation 
apply to public utilities at this time, but particularly to rail- 
roads doing an interstate business and coming under the con- 
trol of the Interstate Commerce Commission. A study of 
railroad rates from 1910 to 1920 will show conclusively that 
they failed to advance anywhere nearly so rapidly as prices. 
With rapidly increasing operating expenses, therefore, one 
would expect a decreasing return in this industry during this 
period. In the case of public utility enterprises, an 8 per cent 
rate is frequently allowed on the fair value of property used 
for public service, although not infrequently the rate allowed 
is lower than this. Even in those cases where a conscientious 
effort is made to allow rates which will yield the public serv- 
ice corporation a fair return, such corporations are at a dis- 
tinct disadvantage during periods of rising prices. There is 
an inevitable delay in the legal processes which must be ex- 
perienced in order to obtain sanction for new rates, and this 
prevents the utility from advancing its rates as fast as the prices 
of materials and labor increase. Particularly during a period 
of advancing prices, therefore, would one expect the rate of 
profit of such corporations to be lower than that found in 
many industrials. 
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Recent tendencies in industrial earnings.—In normal times 
cne might also argue that the rate of return on capital in- 
vested in railroad and public utility enterprises should be 
lower than that found among industrials, on account of the 
low risk in the former type of enterprise as compared with 
the latter. To a certain extent this is true. Surely there 
are some industrial concerns that average to earn very high 
rates on their invested capital. The successful motor car com- 
panies during the years 1922 to 1926 frequently earned over 
20 per cent, as shown in the following table: 


RATE EARNED ON BOOK VALUE OF TANGIBLES 
1922 1923 1924 1925 1926 





GeneralieMotors) aeees see 13.5 15.0 10.6 22.9 29.8 
Pack ar dic cvs ci terauinbre creyetoreie-ace 5.6 15.0 10.7 31.3 34.1 
Stuidebakerer..3 cence sericea: 22.8 20.8 14.7 URE Luk 


Contrasted with this situation we have the steel industry, in 
which the rate of earnings on invested capital for 1925 was 
but little over 5 per cent. Had we a compilation showing the 
return in 1925 and 1926 on capital invested in the cotton tex- 
tile industry our results would be even more disappointing. 
Thus, while some industrial companies and some lines of in- 
dustrial undertaking show much higher returns under normal 
conditions than are to be found among public utilities, other 
industrials may fail for years to show any return at all. 
Probably the average rate of earnings to invested capital for 
a large group of industrials during normal times would not 
substantially exceed the average return on capital invested in 
railroad or public utilities, despite the higher risk found in 
the former type of undertaking. We are led to the assump- 
tion, therefore, that capital is attracted to industrials, not 
because of a high average return, but because of the possibility 
of a high return in particular instances.* 

Earning power of capital of railroads and utilities —What- 
ever may be said of the average earning power of industrial 
corporations, it is true that a much more constant rate of 
earnings is maintained by both railroad corporations and pub- 








11 We are dealing here with the return on the “book” investment, that is, 
the rate earned on the investment as carried on the books of the company. The 
value placed on this by the investor through the prices paid for the corporation’s 
securities is another matter. This is discussed subsequently on p. 76. 


fj 
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lic utilities. In other words, there is a far greater stability of 
return among such corporations than among industrials. This 
stability is due in part to the control exercised over rates and 
charges as already suggested, and in part to the nature of 
such enterprises. Competition, ever present in the industrial 
field, is supplemented by regulation in the public utility field. 
There is little to fear from style changes, or changes in popu- 
lar tastes and fashions. ‘The problem of obsolescence is 
minimized, and the services furnished by utilities are of a 
necessary character and are purchased in much the same quan- 
tity whether times are good or bad. Thus, even though 
government control and regulation of rates may for a time 
cperate to the disadvantage of utilities, on the whole, such 
regulation results in much greater stability. 

Complete data are available to show the average return on 
capital invested in railroad enterprises of this country for 
many years. The following table, supplementing the 1917 
figures already shown, records the per cent earned on the 
aggregate value of railroad property for fifteen years. 


EARNINGS ON INVESTMENT IN RAILROAD PROPERTY IN THE 
UNITED STATES * 


(1910-1925) 

Return on 
Year Investment Net Railway Investment 
Ended (000 omitted) Operating Income (per cent) 

June 30 
TOLO ream cre feats $14,557,816 $805,097 5.53 
LOV2) eich ee oie kaos 16,004,745 727,458 4.55 
LOL Gad eters eerie cy oueecuoke 16,588,603 806,801 4.86 
LQVAY soe scth tah wa ana seers 17,153,786 674,190 3.93 
TOTS Oe diols eerste ae 17,441,420 694,276 3.98 
Ke os POOR Do pA Byte 17,689,425 1,002,935 5.67 
December 31 

EGU Gligy hv. Coogee dich s enacts 17,842,777 1,058,506 5-93 
BRED Che ansicucrorenGR co Ce eee lan 18,574,298 950,557 5.12 
TQ TBM tettacuet heveheas cette 18,984,756 646,223 3.40 
IQIO Pi ctages aeeeb Rath 19,300,121 454,132 2.35 
EQ2Z Og toetstanas tke succes ays 19,849,320 12,101 -06 
LOQT ase cpetaresis tete eae 20,329,224 601,139 2.96 
TP hikes Gre bic) Oren ere OI 20,580,168 769,411 3.74 
1923) Mn selatrottes ey seeks 21,372,858 974,918 4.56 
TO24 ” ABN s,0 re se 22,182,267 984,463 4.44 
MOPS in bomomn ap aclds.Jo 22,736,993 1,136,728 5.00 
EQ26 yh oh pop eed eee (Commercial and Financial Chron- 


icle estimates return at 5.35%) 
*U, S.“ Statistical Abstract,” 1926, p. 385, 
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Fluctuations in earnings are recorded over this period to be 
sure, but they are not marked. The most significant change 
within recent years was the gradual decline in earning power 
from 1910 to 1920 and the rise thereafter. The juncture 
of circumstances causing these changes has already been al- 
luded to. Prior to 1920 the Interstate Commerce Commis- 
sion had a veto power over all changes in railroad tariffs. It 
is true that the railroads have always had the right to apply 
to the courts for relief against rates so low that an adequate 
and fair return could not be earned on a fair market value 
of the property used for railroad purposes. Yet, during the 
period of rising prices from 1910 to 1920, rate changes al- 
ways followed advancing costs. In 1920, however, a new 
transportation act was passed by which the Interstate Com- 
merce Commission was empowered to establish rates within 
limits that would allow a fair return on the aggregate value 
of property used by the roads for public purposes.” A return 
of 534 per cent is now regarded as fair for such purposes, 
although the recapture clause does not operate until earnings 
exceed 6 per cent. Since the passage of the act of 1920 a 
continuous advance in earning power has taken place, due in 
part to the more generous attitude of the Commission in re- 
spect to rate advances, but more especially to a continuous 
decline in commodity prices and sustained business activity. 
One might summarize the situation in respect to this industry 
by stating that a return of between 5 and 6 per cent on in- 
vested capital is probably normal. During periods when 
economic factors are adverse, the return may be expected to 
fall below 5 per cent, while, during periods especially favor- 
able to railroad operation, a return of over §, but under 6, 
per cent may be anticipated. 

Public utility earnings——The situation at present in respect 
to public utilities is akin to that found in the railroad industry 
in certain particulars, but it differs in other particulars. It 








12 Transportation Act, 1920, Section 15a. The original act provided for 6 
per cent total return. On May 27, 1920, the Commission declared that 534 per 
cent should be considered a fair return. This does not apply to a particular 
road, but to rates for an entire territory. In cases where the rates necessary 
to provide an average return of 534 per cent enables a given carrier to exceed 
this figure, the government, under the 1920 Act, may recapture 50 per cent of 
excess earnings. 
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has already been suggested that public utilities are subject to 
commission regulation in the matter of rates and service. In 
fact, nearly every state in the Union now has some form of 
utilities commission. It is true, however, that the attitude of 
the courts and commissions in respect to rates has been some- 
what more liberal than in the case of our steam roads. 
Whereas, the return on invested capital is technically limited 
to 6 per cent in the latter case, public utilities are frequently 
allowed.to earn between 7 and 8 per cent.* 

In practice, also, the return on capital invested in so-called 
public utility enterprises probably exceeds the return earned 
on capital invested in railroad corporations. In 1922, the 
last year for which adequate data are available, the total 
aggregate value of the property account of central electric 
light and power stations was $4,465,015,691. Total income 
available for charges may be estimated at $376,800,000 for 
the year, thus indicating a rate of return of 8.44 per cent. 
Similar figures for telephone companies show $1,742,323,906 
ot invested capital, $135,008,000 total income, and a return 
of 7.75 per cent thereon.* The net capitalization of electric 
railways in 1922 amounted to $5,446,795,547, whereas gross 
earnings available for charges were $233,827,000. The 
approximate ratio of earnings to capitalization was thus 
4.3 per cent. 

Recent earnings of national banks.—Recent data showing 
the return on capital invested in national banks are available 
from the reports of the Comptroller of the Currency. For 
the six years, 1921 to 1926, inclusive, the average ratio of 
earnings to total capital funds for all reporting banks was 
7.26 per cent. The lowest average annual rate was 6.45 per 
cent, while the highest appeared in the year 1926, when 8.07 
per cent was earned. 








13 For a list of decisions bearing on the question of a fair return for utili- 
ties see p. 368. 

14 These data are obtained from Moody’s “Manual,” 1927. Fixed charges 
were reconstructed on the assumption that there were $2,987,925,000 funded debt 
in the case of electric light companies and $697,172,300, in the case of telephone 
companies (the amounts estimated in Moody’s “Analysis,” 1927). An average 
charge of 5.5 per cent on both amounts was assumed by the author. The re- 
sulting charges were added to net income in order to approximate the total 
income earned on the total investment. 
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TABLE SHOWING INVESTED CAPITAL AND EARNINGS 
(National Banks 1921 to 1926)* 





Per Cent 
Total Earned on 
Year Ended Capital Funds Earnings Capital Funds 

TO20 Ss chew moar $ 3,089,400,000 $249,167,000 8.07 
LOVIN oS GOtOn a BOree 2,;970,000,000 223,900,000 7.54 
TOQ24 resin ois, je-esioets 6 2,916,200,000 195,700,000 6.71 
TODS mca ete are cetera: 2,875,700,000 203,500,000 7.08 
LOLI rock teeter aie 2,848,439,000 183,670,000 6.45 
LQ2TewisracteSaienrs ste 2,795,048,000 216,106,000 7-73 
POE aoe eee Te ens ee LIA Le A NC Scie ae os Were cts 7.26 


* Computed from data given in Moody’s “Banks and Finance” manual f iii 

1 ‘ is ] é or 1928, p. viii. 

In an article prepared by Paul Gourrich, Analysis of the Banking Economy of Now Work 

a ereeaTing 32 the Annalist, Dec. 25, 1925, she shown that 14 selected national banks in 
ork earned, in 1925, 13.2 per cent on capital and surplus; 9 trust c i 

per cent, and 6 state banks earned 11.8 per cent. Poe oe eee ee 


The average capital invested in banking enterprises has, 
during recent years, shown an earning capacity substantially in 
excess of the return on capital employed in transportation, and 
about equal to the return in public utility enterprises. Al- 
though not controlled to the extent that public utility and rail- 
road enterprises are, the banking field probably enjoys as low 
an investment risk as the former. 

Our discussion might be continued to include the return on 
other broad classes of capital; but enough has been said, at 
least, to enable us to make certain generalizations. In the 
industrial field, which embraces manufacturing, mining, and 
merchandising concerns, we find the highest returns and the 
widest variations between enterprises. The average, or nor- 
mal, return, if such may be said to exist, apparently does not 
exceed that found in the public utility or railroad group. The 
attractions held out by industrial investments arise from the 
possibility of high profits, where the enterprise is successful, 
and from a minimum of public regulation. The chance of a 
high return apparently offsets the inherent risks of this class 
of investment. Public utility enterprises and railroads are 
regulated in respect to rates and embody less investment risk 
in general than do industrial enterprises. The average re- 
turn on capital invested in such enterprises will run from 
about 5 per cent in the case of railroads to 8 or 9g per cent 
in the case of electric light and telephone companies. In the 
case of financial institutions, particularly banks, the return is 
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about the same as that for utilities, averaging slightly under 
IO per cent. 

The return on stocks.—There remains one more aspect of 
the problem to be considered. It will be recalled that we 
started our analysis of the return on invested capital by con- 
sidering interest rates. Thereafter we considered the return 
on total invested capital in certain enterprises. The two con- 
cepts are the same in some respects, but different in others. 
The essential difference lies in the distinction between interest 
and profits. Interest is a return on capital pure and simple, 
while the aggregate return which we subsequently studied em- 
bodies interest and profits. Or, looked at in another way, 
any typical enterprise will distribute the total return earned 
on its invested capital partly in the form of interest to those 
contributing capital to the enterprise and partly as profits to 
those who assume the risks of the business by making capital 
contributions as owners and not as creditors. We come now 
to the last form of distribution, that is, the return to the own- 
ers of the business—the stockholders. In other words, what 
return may the investor expect as a stockholder in an enter- 
prise, Or as an Owner, in contrast to the return he might ex- 
pect if he were a creditor, or a bondholder? This question 
will be taken up first in respect to preferred stocks and later 
in respect to common stocks. 

Yield on preferred stocks.—Although differing fundamen- 
tally from the bondholder in theory, the preferred stockholder 
in practice occupies a position almost identical to that of the 
bondholder. The return which he receives is, it is true, a 
participation in profits and not an assured or promised return. 
Yet his return, except in the case of special classes of preferred 
stock, is limited to the rate of dividend specified in the stock 
contract. ‘Ihe only assurance that he will receive any return 
at all comes from the financial condition of the business, there 
being no promise on the part of the corporation to pay the 
dividend specified. Yet, the practical aspects of the situation 
so far outweigh the theoretical that preferred stocks sell 
strictly on a yield basis except when dividends are in arrears, 
or where the financial condition of the company is such as to 
jeopardize the continuance of the dividend. That is, as a 
class, the same factors that govern the return on bonds like- 
wise govern the return on high grade preferred stocks. The 
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return on either type of security is regarded as interest by the 
investor. 

We may, therefore, conclude our discussion of preferred 
stocks with two observations. 

1. If a preferred stock could be found which was absolutely 
devoid of risk it would sell to yield the same return to the 
investor at any given time as a long term, high grade bond. 
The only difference between the two types of security would 
be that the bond would probably have a maturity date, whereas 
the stock would not. 

2. In practice, however, preferred stocks generally have 
somewhat higher investment risks than bonds, and hence sell 
at yields somewhat in excess of those shown for bonds. 
Usually high grade preferred stocks sell to yield from 14 to 
1 per cent above the yield of high grade bonds in the same 
type of industry, and this spread is maintained as one descends 
to the lower types of bonds and stocks.** The additional yield, 
therefore, which the preferred stockholder receives over the 
bondholder is in the nature of a premium for risk and not, 
per se, a return for the use of capital. 

Return on common stock investments.—The common 
stockholder is the real owner of the enterprise and his return, 
theoretically as well as practically, includes a larger element 
of profit than that of other classes of security holders. In 
considering the return on common stocks one might proceed 
by comparing earnings to the par value, or to the book value 
of the stock, yet such a comparison would be of little practical 
value. The real interest of the investor centers on a com- 
parison of the market price of the stock with the “earnings 
available” therefor. It should be noted that earnings and not 
dividends are here considered, for the reason that all earnings 
of the corporation, whether reinvested in the business or paid 
out as dividends, actually belong to the common stockholder. 
Where they are reinvested in the business instead of being paid 
out as dividends, to that extent is the value of the equity behind 
the stock increased. Ultimately the common holder should 
get this return either in the form of a larger current dividend 





15 The average yield on ten public utility preferred stocks rated A or better 
by Moody was 6.11 per cent during the last week of 1925 as contrasted with 
a yield on high grade public utility bonds of about 5 per cent, the difference 
here being slightly over 1 per cent. See also p. 210. 
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rate, or of an appreciation in the value of his holdings, or of 
both. 

A comparison of the market price of common stocks with 
earnings available will indicate, therefore, the real return which 
the investor receives. In this way only can we reduce to simple 
terms the current return which he is able to command by the 
commitment of funds in this type of investment. It is also 
true that such a study goes somewhat farther than did our 
previous discussion of the rate at which capital invested in 
various enterprises is able to earn, for in that study we con- 
fined ourselves to a comparison of earnings to the book value 
of the investment. The market value of the investment in an 
enterprise may, at any time, and generally does, vary from the 
book value of the investment. The mere fact that the rail- 
road industry earned but 5 per cent on invested capital in 
1925 does not mean necessarily that the purchaser of common 
stock in a typical railroad company would have paid par for 
such an investment and been content to receive a 5 per cent 
return. As a matter of fact, a study of market prices of 
stocks will prove conclusively that the investor often expects 
and demands a return on his investment in excess of the rate 
which the book value of his investment is able to earn. In 
other words, the market value of stocks is often below book 
value, but not necessarily so. 

In contrast with our previous discussion as to the rates 
earned on the book value of railroad and industrial investment, 
let us compare the rate of earnings on the market value of 
ownership equity therein as evidenced by stock prices. The 
following table *° will show the return on railroad and industrial 
common stocks based on average market prices, for the years 
1922 to 1925, inclusive: 


RATIO EARNINGS TO MARKET PRICES—20 RAILS AND 20 
INDUSTRIALS 


RATIO EARNINGS TO MARKET VALUE 


Year Rail Stocks Industrial Stocks 
L925 cho cterds eon scarab ctners sretecauererags 10.76% 8.957% 

OP Y SRO MOOR OO DO TOUS COO ho HGaOsO 10.91 8.57 

TGQ 23) os iliiusiderdee eect tas 14.40 13.27 





16 Taken from Wall Street Journal, October 21, 1925. 
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Contrary to what one might expect, industrial stocks during 
these three years sold on a higher multiple of earnings, or at 
a lower capitalization rate, than did railroad stocks. The 
probable explanation of this discrepancy lies in the attitude of 
investors toward the railroads at that time. The experience 
with government operation during and succeeding the War 
had not been forgotten, and there was still doubt as to the 
ability of the railroads to maintain the then existing rate of 
earnings. 

The market prices of securities, particularly common stocks, 
are subject to wide and sometimes erratic changes. Industrial 
earnings likewise vary greatly from year to year. With such 
instability in the two factors of the equation it is reasonable 
to suppose that the per cent of earnings to the market price 
of common stocks will likewise fluctuate rather widely from 
year to year, and that the ratio will also tend to fluctuate 
between different groups of companies in the same year.*’ For 
example, the average return on a group of selected industrials, 
during the period 1915 to 1925, inclusive, varied from 4.34 
percent in 1921 to 28.01. per centiin 1917. The return by 
years is shown in the table given below. 


TABLE SHOWING AVERAGE DIVIDEND YIELD AND RATIO OF 
EARNINGS TO MARKET VALUE—INDUSTRIALS * 


(1915—1925) 
Dividend Yields on Earned on 








Year Highest Monthly Av. Market Price 
SUIS | Gen heres Sean SPs pean ae mE 5.76% 9.68% 
TMOPML 25 apondsooqodh dso ongooyDN Se Omgn 6.32 11.58 
IPR sooscundonecoconaten seen. dob oon 7.11 12.30 
OP) qbeuoab bi ooh ocan tes vou COdenas 6.06 8.70 
UWP ob oaddoosouce cao anuede oa O0e tok 7.70 4-34 
MOVIE) handee wows oon dheo4 coda nsas 6.95 12.06 
KONIG) 9 465 ob aoo Seno USN AO go ODO SO UO ao SOE 6.29 11.89 
PRO c Acnithedineo oo OOO chee dee ca CIO Oa 199 9/2) 20.00 
WONG? sxoisos pub soohenhagounsosouaw une 12.05 26.73 
ONS, arcuate ns ho oo Goss bods ace om hate 7.92 28.01 
VIG! nana donnogewooucgoy apo oounT eae 4.80 13.19 
TI CaTpeAVeraven suger sire os sities 7.529% 14.41% 


* Data taken from the Wall Street Journal, October 20, 1925. 





‘7In a study of twenty representative industrial companies made by the 
author, covering the years 1913, 1919, and 1924, it was shown that the ratio 
between earnings and the market value of total ownership equity, including 
both common and preferred stocks, was respectively, 8.38 per cent, 12.37 per cent, 
and 9.64 per cent. 
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This would indicate that the market price of industrial 
stocks has shown an average cash return of around 7% per 
cent for the eleven years studied, but that the ratio between 
market prices and earnings has averaged nearly two times this, 
or 14.41 per cent. This conforms closely with other studies 
made by the author, covering the relation between the earnings 
of industrials and the market value of their stocks.’* During 
1926, 1927, and the first half of 1928, the high average prices 
of industrials has, in many cases, unquestionably reduced the 
ratio of earnings to market values below the average figure just 
suggested. During this period many industrial stocks sold at 
from 12 to 20 times annual earnings. 

In 1925, the ratio between earnings and the market price 
of public utility stocks averaged around 8% per cent, where 
earnings were taken after depreciation. In other words, 
public utility stocks were selling at about twelve and one-half 
times their net earnings after depreciation.’® Common stocks 
of rail companies were selling at about ten times earnings per 
share, as previously shown. 

We have no inclusive data relative to bank stocks at hand; 
but figures compiled on New York bank stocks for the year 
1925 would indicate that they were selling at a higher price, 
in relation to both dividends and earnings, than any of the 
classes of stock so far studied. See table following. 


AVERAGE DIVIDEND YIELD AND RATIO OF EARNINGS TO MARKET 
VALUE 


(New York Bank Stocks, 1925) 


Dividend Yield on Earned on 


Class Market Price Market Price 
Nationale Banksaeerr phi accra 2.64.90 5.690 
Drust. Compa niesacvora 4c see ers 3.44 5-5 
State, Banksvetness wee ete er ha ate 3.29 4.7 





18 See Badger, R. E., “Valuation of Industrial Securities,” p. 122, 1925, Pren- 
tice-Hall, Inc., 70 Fifth Ave., New York. “If one were to make any general 
summary on the basis of these data he would probably come to the conclusion 
that investors, during the past ten years, at least, have insisted on a ratio of 
earnings to the prices of common stocks of industrial concerns ranging between 
ro per cent and 30 per cent, but, normally, running over rs per cent.” 


19 For further discussion of the basis on which public utility stocks sell see 
Chapters XVI and XVII. 
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It may seem strange that bank stocks should sell on so low 
a basis both in respect to current dividends and earnings. The 
full explanation of this situation requires a fairly intimate 
knowledge of the nature of the business which banks conduct 
and their close connection with the financial operations of the 
community. The extent to which a given bank can expand its 
operations is determined by the amount of its capital and the 
amount of business which can be developed in the locality 
it serves. In communities that are growing at a satisfactory 
rate the banks therein grow more or less automatically with 
the community. Each year additions to capital are made 
through reinvestment of surplus and possibly through assess- 
ments on stockholders. This growth, however, results in con- 
stantly growing earnings and hence a higher value on the 
shares of the business. The current prices of bank stocks, 
therefore, may be said to anticipate future growth rather than 
to discount present earnings. Through the purchase of bank 
shares the investor is really purchasing a “call” on the future 
growth of the community. 

Summary.—lIn the present chapter the return on invested 
capital has been treated under three major heads. We first 
considered the yield on selected types of high grade bonds and 
found that interest rates, as indicating the contractual return 
on invested capital, have fluctuated during the past seventy-five 
years from around 2% per cent to over § per cent. We next 
considered the return on the aggregate capital invested in 
various types of enterprises. The aggregate annual return on 
capital invested in the railroad industry in this country has 
ranged from under 4 per cent to slightly over 5 per cent during 
the past twenty-five years. In public utility enterprises the 
return averages somewhat higher, probably from 8 to 10 per 
cent. About the same rate of return was noted for selected 
groups of banks. Industrial earnings vary greatly among 
industries and individual concerns. Although averaging as low 
or possibly lower than public utilities, industrials do, neverthe- 
less, offer an opportunity for high profits. 

The final question considered was the relation between 
earnings and the market return on various classes of stocks. 
Preferred stocks were regarded in much the same light as 
bonds. In the case of common stocks, however, the market 
expresses the return required in various indust ‘ies to attract 
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new capital. Thus common stocks of electric light and power 
companies during recent years have sold at about 12 times their 
earnings, or on an 8.3 per cent basis. Railroads and indus- 
trials have recently averaged to sell at about ten times their 
earnings, while bank stocks have sold at substantially higher 
prices than any of the other groups. These averages vary 
from time to time in accordance with general market condi- 
tions and, furthermore, will vary widely in different companies. 
The general picture only has been given at this time. Subse- 
quently we will consider in more detail the ratios that may 
be expected in specific cases. 


CHAPTER V 
DETERMINATION OF AN INVESTMENT POLICY 


To many individuals the act of investment simply consists 
of selecting and purchasing conservative securities. There is 
no effort on the part of such individuals to study the particular 
circumstances surrounding the beneficiaries of the funds at 
their disposal nor to construct definite policies to guide them- 
selves in the administration of such funds. It is unfortunate 
that this situation should exist in so many cases, for, without 
a definite and constructive investment program, it is impossible 
for one to secure the maximum benefits from the capital funds 
at his disposal. This is true, not only in cases where the 
individual is managing his own funds, but equally true where 
he is managing the funds of a trust, a bank, an insurance com- 
pany, or a corporation. ‘The first step in the investment 
process, therefore, should be the mapping out of a definite 
policy. 

Definite policy, how determined: problem of the business 
man.—The particular plan or program to be adopted in a 
given case will depend on the circumstances which surround 
the owner or beneficiary of the fund at issue, or the purposes 
for which the fund has been set up. The truth of this state- 
ment will be better appreciated if we consider briefly the situa- 
tion as it presents itself in respect to certain types of funds. 
Let us suppose that a young business man has reached that 
point in his career where he finds it possible to save a few 
thousand dollars annually. His present salary is sufficient to 
meet all current needs, so that he is not dependent in any way 
on his investment income. His ultimate purpose is, of course, 
to build up an estate sufficient to support himself in old age 
and to provide for his family at death. What broad policies 
should he adopt in this investment plan? 

Functions of life insurance.—His first step should be to 
contract for enough life insurance to support his family in the 
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event of an untimely death. The amount of insurance that 
he can carry will depend on his income, it is true; but at least 
25 per cent of his savings should be allocated to life insurance. 
If his annual savings amount to $4,000 at thirty-five years of 
age, this will enable him to carry about $40,000 of straight 
life insurance. In this way he has created an estate, so to 
speak, at the start of his career. This should be built up as 
rapidly as possible until his total life insurance amounts to 
between $75,000 and $100,000. At this point he has provided 
for his wife and children regardless of what happens to him- 
self or the other funds he accumulates. There are many dif- 
ferent types of life policies, but the two most common are the 
so-called endowment policy and the straight life policy. Under 
the endowment policy the annual premiums are higher, but at 
the end of a definite period, usually twenty years, the policy 
is fully paid and has a surrender value equal to the face of 
the policy. The straight life policy, in contrast to the endow- 
ment policy, requires the payment of premiums during the life 
of the insured. In case the insured elects to allow his dividends 
to remain with the company, however, his policy becomes paid 
up at the end of about twenty years, depending on the dividend 
policy of the company. In either case, the policy has a definite 
surrender value, which increases with the number of years it 
has run, against which the insured may at any time borrow. 

The endowment policy just referred to is designed for the 
person who wishes to combine saving with protection. The 
annual premium cost of a thousand-dollar, twenty-year endow- 
ment, therefore, is so determined that, at the end of twenty 
years, the insured will have a sum of $1,000 due him, whereas, 
if he dies in the meantime, the death claim will also be a like 
sum. The premium cost of a straight life policy is so arranged 
that only the cost of protection is included. Hence, if the 
insurance company succeeded only in attaining its expected 
mortality and rate of earnings on invested capital, the insured 
would be required to pay premiums until he died, or reached 
the age of actuarial death. The facts, that most companies 
experience an actual mortality rate less than that expected, and 
are able to invest their funds at more than the actuarial rate 
of interest, enable them to pay dividends to their policy- 
holders. 

The question is raised, from an investment standpoint, 
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whether the purchase of an endowment policy is a good 
method of saving. The answer will depend on the return 
which the investor expects on his funds. Insurance companies, 
although computing their premiums on an assumed rate of 
interest of 3% per cent, generally average to earn somewhat 
better than 4 per cent. If the insured is content with a com- 
pound interest rate of between 4 and 4% per cent, depending 
on the company, then endowment insurance is a good method 
of saving. 

Life insurance is coming to be more thoroughly appreciated 
as a vehicle for investment. It should be the first investment 
contract made by the young man. In this way he is able to 
create an estate at the beginning of his career; he obligates 
himself to definite annual payments; and the value of his living 
estate increases annually at a rate in excess of these annual 
payments." 

The part played by bonds.—What should be his plan for 
the remainder of his funds? What types of investment best 
fit his requirements? Should he purchase all bonds, or all 
stocks? Here, again, the answer to these questions will vary 
to some extent with individual cases; but let us assume a typical 
case, 1f such exists. It is generally wise for any investor to 
allocate a portion of his funds to the purchase of high grade 
bonds, the most secure bonds that can be purchased, with a 
reasonably ready market. One third to one half of our 
hypothetical investor’s free funds should, normally, be devoted 
to the purchase of such obligations. In this way he lays a 
foundation for his living estate. He is building up a fund in 
riskless investments, yielding a low return, to be sure, but yield- 
ing, nevertheless, a sure return, which some day may prove 
a veritable life saver. Such investments, furthermore, may 
always be turned into cash without substantial loss in principal 
value. 





1 There are many other types of insurance that may be used for investment 
purposes. Among the most important of these is the annuity. It is possible 
for a man at the age of thirty to purchase an annuity of $1,200 a year, beginning 
at the age of sixty, by the annual payment of $192.50, or a deferred annuity 
may be purchased on the single payment plan. A sum of $2,977 at the age of 
thirty will purchase a deferred annuity of $1,200, annually, at the age of sixty. 
These annuities may be so adjusted that the entire sum paid in, plus a minimum 
rate of interest, will be paid out to the man’s estate in case of death, before 
he has realized an adequate amount of annuity payments. 
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Common _ stocks.—Another portion of his funds may 
profitably be allocated to the purchase of high grade common 
stocks. In entering this field, the investor is opening to himself 
opportunities for the greatest profits, but he is also subjecting 
himself to the risks of large losses. There is no common stock 
which does not carry with it the risk of a substantial shrinkage 
in principal value. On the other hand, out of a group of well 
selected common stocks a majority will inevitably advance in 
value over a period of years. This situation may be stated 
in a somewhat different fashion. Let any one who has made 
a reasonable study of investments select the twenty common 
stocks which, in his judgment, seem the best. Any one of 
these stocks may go down in value; but, if the selection is made 
with any judgment at all, the combined value of the twenty 
should go up over any given ten-year period.? This situation 
enables us to lay down a definite rule for investing in common 
stocks. Diversify purchases over a wide range of companies 
and industries, always endeavoring to select the leading stocks 
within the industrial group. 

It is assumed in the preceding paragraph that the investor 
is not endeavoring to get trading profits, but is interested in 
purchasing stocks outright purely for investment purposes. 
The technique of trading is essentially different from the 
science of investing. The former is an art, and is not an 
integral part of the present subject. 

Current versus future income.—In the selection of common 
stocks it is necessary to consider whether present income is 
desired, or whether present income may be sacrificed in the 
interest of a future appreciation in principal. There are com- 
panies which pay very small current dividends on their 
common stocks, but which plow back into the business a large 
portion of their earnings. This has been especially true of 
the larger chain stores during the past ten years. Such a policy 
is desirable so long as the funds so employed can be advan- 
tageously utilized in the business. The stockholders get a low 
immediate return on the basis of the cash dividends they 
receive, but over a period of years they will inevitably realize 
a substantial increase in the value of their equity if the concern 
is operating successfully. The question, Why should the 


2 This matter is further discussed in Chapter XI. 
3 This subject is further discussed on p. 312. 
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company not pay out large dividends and secure the necessary 
funds for expansion by borrowing or by issuing more stock? , 
might reasonably be asked. This is an alternative, to be sure; 
but if this policy were adopted the increased earnings would 
have to be distributed over a larger capital investment, so that 
the original equity, now thinned by the introduction of new 
capital from without, would not advance anywhere nearly so 
rapidly in value. Where the corporation expands on the basis 
of its own earnings retained in the business, it is possible, with 
successful management, to make a small initial investment grow 
into an ultimate investment of very high value.‘ 

There are certain types of businesses which are peculiarly 
susceptible to this policy. Chain store companies, banks, and 
insurance companies, under proper management, will show a 
tendency to grow with the increase in population and wealth 
of the community they serve. The trend of growth in such 
companies is perhaps more certain than in the case of typical 
industrials which are susceptible to style changes and more 
severe competition. Urban real estate is another type of 
investment offering to the owner an opportunity for profit 
through community growth. On all of these investments the 
current return will be found low in relation to the selling price 
of the investment. We have already noted the situation in 
respect to bank stocks. Insurance stocks likewise sell very high 
in relation to their current earnings and dividends, the 
ordinary yield thereon averaging between 2 and 4 per cent.® 
Chain store stocks likewise have sold during the past five years 
on a much higher multiple of earnings than public utilities, the 
multiple running as high as twenty in some cases.° The manner 
in which appreciation takes place in certain kinds of stocks is 
aptly illustrated by the diagram on page 86, showing the 
growth in earnings of the Woolworth Company. Starting 
with an earning capacity of slightly over $10 a share in 1914, 








4 One outstanding example of this very thing is the history of the Ford Motor 
Company. The original capital of this company in 1903 was $28,000. The 
company has never borrowed additional capital, nor has it ever sold additional 
stock. As a result of stock dividends the capital was subsequently increased to 
$2,000,000. The present value of the company is variously estimated at between 
$750,000,000 and $1,000,000,000. In 1919 the minority stockholders sold out to 
Henry Ford at $12,500 a share. 

5 See Chapter XX. 

6§. S. Kresge stock, in 1925, sold at $800 a share with earnings of about 
$40 a share and current dividends of only $8 a share. 
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the company has so expanded out of earnings that it was able 
to show nearly $60 a share in 1926. During this period the 
company retained on an average over 50 per cent of its earn- 
ings in the business. Thus, while the stock has always sold to 
yield a small cash return, the investor has been handsomely 
rewarded by the large appreciation in the principal value 
of his holdings, this being determined by the capitalized value 
of a growing earning power. High grade urban real estate, 
such as stores, and office buildings, often sell to yield from 8 


Fig. 4—F. W. Woolworth Company, Earnings and Dividend Record, 
1914 to 1926. 
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to 10 per cent only in terms of gross income. That is, such 
properties sell at from ro to 12 times their gross rentals before 
taxes, interest, repairs, depreciation, or management expenses 
have been deducted. 

For the investor who chooses to forego present income in 
return for an appreciation in the ultimate value of his invest- 
ment, stocks in companies which have a high earning power 
on invested capital, which have demonstrated a consistent 
growth, and which pay a small per cent of total earnings out 
as dividends will often show a favorable ultimate return, even 
though purchased at prices which seem high in relation to cur- 
rent earnings and dividends. 
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Discount bonds as a means of saving.—A modification of 
the preceding plan may be put into effect through the purchase 
of discount bonds, provided the investor uses only the current 
income, or coupon interest, and allows the appreciation which 
takes place in the value of the bond to accumulate as principal. 
The appreciation in the value of a “discount” bond may be 
of two sorts: normal appreciation in value as the bond ap- 
proaches maturity; and appreciation due to an improved 
market position. A clear understanding of these two types of 
appreciation in bond values is necessary to the student of 
investments and may be explained briefly at this point, 
although the principles involved are taken up in greater detail 
in Chapter X XVII, which deals with the mathematics of invest- 
ments. 

That the man who purchases a ten-year bond, bearing a 
6 per cent coupon rate, at a price’ of $96.365 will receive a 
return on his commitment in excess of 6 per cent is obvious.” 
If there were nothing to consider except the fact that he 
receives $60 a year on $963.65, his return would be in excess 
of 6 per cent. In addition to his coupon rate of interest, how- 
ever, which is $60 a year, he will receive at the end of ten 
years a principal sum of $1,000, or $36.35 more than his 
purchase price. This additional premium is really income, for 
at maturity the purchaser of the bond might deduct $36.35 
from the $1,000 he receives, spend it if he so desires, and 
still have his original capital, $963.65. On the other hand, 
if he uses only the $60 received annually and considers the 
entire $1,000 when paid at maturity as principal, he has saved 
the difference between the purchase price and the par value 
of the bond. . 

In accordance with the above principle there must be a 
regular appreciation in the value of the bond each year from 
the time it is purchased until it matures. This enhancement 
in value is necessary if the bond is to sell continuously through- 
out its life at the yield on which it was originally purchased. 
This point may best be illustrated if we take the extreme case 
of another 6 per cent bond having but one year to run and 
selling at the same price as the ten-year bond, that is, $96.365. 
Wherein does this situation differ from that just described 
where the bond had ten years to run? Simply this: in, the 


- ™The mathematical return here would be just 614 per cent. 
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former case the purchaser had to wait ten years for his $36.35, 
whereas in the latter instance a wait of only one year is 
required. The yield in. the latter case would be greatly in 
excess of that of the former. In fact, a 6 per cent bond having 
one year to run would have to sell as high as $99.523 to yield 
6%4 per cent. In other words, a ten-year, 6 per cent coupon 
bond, always selling to yield 614 per cent, will advance year 
by year until it reaches par at maturity. The market course 
of such a bond, always yielding 6.5 per cent over a ten-year 
period, is shown in Fig. 5 following: 


Fig. 5.—Prices at which a 6% Bond Having Ten Years to Run Will Sell 
to Yield 614% Each Year. 
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On the other hand, if the credit position of this bond im- 
proves during the period, or if money rates advance, it is 
conceivable that the market price of the bond may advance 
at a more rapid rate than that assumed and thus sell on a 
lower basis, say, to yield 6 per cent. Assume, for instance, 
that this takes place at the end of the third year as indicated 
by the line A, A’, B, on the chart, at which time the bond still 
has seven years to run. In this case, the bond would sell at 
par as contrasted with the former assumed price of $97.223. 
By selling at par at this time the purchaser would have made 
an actual profit of $27.77 on his bond.* 





8 Where there is a general reduction in interest rates, lowering the yield of 
all bonds, a profit is created for bondholders as a class. While this is tech- 
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It appears from the preceding analysis that two kinds of 
operations are possible in the purchase of bonds. One opera- 
tion involves the purchase of low coupon bonds selling at a 
discount and the holding of such bonds until maturity. The 
other operation is based on the purchase of bonds that are 
selling below their true values, or bonds of companies whose 
credit status is likely to improve shortly. When this improve- 
ment is recognized by the market, then the bond advances in 
value at a more rapid rate than that required to maintain a 
given yield and a profit has been realized. Where the advance 
in value and the corresponding reduction in yield is a market 
affair, that is, when the movement in respect to a given bond 
is at the rate shown by the market as a whole, then the investor 
is hardly in a position to realize his profit. 

Part played by liquid funds.—A< still further portion of the 
business man’s funds should be retained in liquid form. This 
may be accomplished by holding such funds in a savings bank, 
in short term securities, or in a call account. This policy will 
not only provide funds for emergencies, but has the further 
advantage of enabling the owner to make the most of market 
swings, and so-called extraordinary opportunities. There are 
always periods when forced selling on the exchanges causes 
high grade securities, particularly stocks, to sell below their real 
worth. The man with ready cash at such times can pick up 
bargains. Likewise, after a long upturn in the market, it is 
often good policy to convert a portion of one’s stock holdings 
into cash. The percentage of one’s total funds to be retained 
in cash at oy, time will depend, therefore, on the current finan- 
cial situation. During a normal period, that is, where stock 





nically true, investors are not in a position to profit thereby. Should they dispose 
of their holdings they would be confronted with the necessity of reinvesting at 
a time of generally high bond prices. The bondholder is thus in the same 
position as the man who bought his home in 1913 at a cost of $10,000. His 
property is now worth $20,000 as a result of general increases in property 
values. It is true that he was fortunate to have made his purchase in 1913. 
On the other hand, if he takes his profit by selling he must seek another place 
in which to live at a time of generally high property values. His profit, there- 
fore, is not a real profit in the sense that, having sold out, he may vow buy 
another piece of property as good as his was in 1913, at the same price as he | 
then paid. During the past four years bondholders as a class have witnessed 
a substantial appreciation in the value of their holdings. Their profits, how- 
ever, are less real than they generally suppose, for, having sold a given bond, 
they are then compelled to reinvest at a time of low interest rates. 

9 For a more complete discussion of the business cycle and investing see Chap- 
ters XXX, XXXI, and XXXII. 
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prices are well within the extreme high or low points that they 
attain at the end of a swing, 20 per cent is suggested as a 
reasonable proportion to be maintained in liquid form. After 
a long period of declining prices, on the other hand, some of 
these funds, possibly a substantial portion, should be put in 
high grade stocks. At the other end of the swing, some stocks 
will be sold at the then high level of prices and the cash 
retained for a more favorable buying period. 

Profits versus investment risk—Other questions that must 
be settled by our hypothetical investor before he can finally 
determine his program involve consideration of the extent to 
which he wishes to assume investment risks in order to increase 
his probable return. Not only is it possible for one to enhance 
his profit by the purchase of certain types of common 
stocks, but a higher return may be secured by the purchase of 
preferred stocks in the place of bonds, or by the purchase of 
low grade bonds instead of high grade bonds. Let us illustrate 
this point by two assumptions. 

A, following the general plan so far outlined, divides his 
investments between high grade bonds which sell at low yields, 
and the highest grade common stocks he can select, such as 
United States Steel, General Electric, Consolidated Gas of 
New York, Detroit Edison, and the like. At no time will 4 
consider the common stocks of new enterprises, nor those of 
industries where the business risk is high, as in the case of 
motor stocks. Similarly 4 never invests in preferred stocks. 
To this man preferred stocks may offer a somewhat higher 
return than that promised by high grade bonds, but when he 
purchases a fixed income bearing security he wants a maximum 
of safety rather than a somewhat higher yield. He concen- 
trates all his investment risk in his common stock holdings 
where, as an offset, he has the chance of a large profit if the 
concerns in which he invests do well. 

In contrast with 4’s plan, B is willing to descend from the 
highest grade investments to so-called ‘‘business men’s”’ invest- 
ments. Many of the bonds he purchases are rated B, or at 
best only 4. The average return on his bond investments is 
about 1 per cent higher than that of 4. And, furthermore, 
B considers preferred stocks in much the same light as bonds. 
He, therefore, uses a part of his bond funds for the purchase 
of preferred stocks, thus raising his fixed income still further. 
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The same general policy is followed in the purchase of com- 
mon stocks, with the result that B’s portfolio contains some 
of the motor stocks, and the common stocks of certain new 
enterprises, such as electric refrigeration companies, the radio 
companies, and some of the smaller oil companies. 

Which of these two policies offers the greater opportunities 
for profit? Which is the better for the average business man? 
The answer to this question is not easy, for, if B keeps in 
constant touch with market and business conditions, and is suf- 
ficiently informed to make the necessary shifts when conditions 
warrant, he will probably make higher profits over a period 
of years than will 4. On the other hand, if he is not con- 
stantly alert to changes in tastes, or to shifts in the competitive 
situation; or if he is not clever in foreseeing the ultimate fate 
of new enterprises, or in tying up with the best of manage- 
ment in the more speculative fields, he probably will suffer 
losses over a period of years that will wipe out all his profits. 
The extent to which a business man can afford to descend from 
the highest grade to medium grade securities, therefore, will 
depend in part on the amount of time he can afford to devote 
to the execution of his investment program and in part on his 
selective ability. It will also depend on the amount of risk 
he can afford to take. These are all matters which the indi- 
vidual must decide for himself, and they will vary according 
to the circumstances of the particular case. 

Hedging against changes in price level— Another matter 
of general application requires attention at this time. We 
refer here to the function played by common stocks in an in- 
vestment program. When we were discussing the allocation 
of our business man’s funds between bonds and preferred 
stocks the essential reason given for the inclusion of common 
stocks among his investments was the possibility of a greater 
profit therefrom. It is true that a greater profit may be 
derived from investment in common stocks than in bonds, but 
this is not the only reason for diversification between these 
two types of securities. Another and more important reason 
for investing in both stocks and bonds is the desirability of 
hedging against long time fluctuations in the price level. 
Economists for many years have recognized the effect of rising 
and falling prices on various classes of security holders, but 
not until the past few years has this question been adequately 
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studied and understood by the lay investor.*° The rapid 
advance in prices occurring between 1913 and 1920 inflicted 
severe losses on the holders of contractual or credit securities, 
such as bonds, notes, mortgages, and preferred stocks, and 
created profits for those who invested in so-called ownership 
securities, such as common stocks, convertible bonds, or par- 
ticipating preferred stocks. To some extent the situation has 
been reversed since 1920 by the fall in commodity prices and 
interest rates. These two movements have combined to benefit 
the holder of so-called contractual securities. 

In order better to appreciate the situation just described, 
we shall consider briefly the effects of rising and falling prices 
on debtors and creditors. When a bondholder, or a creditor, 
lends money to a corporation he parts with a given number 
of immediate dollars in return for the repayment of a like 
sum at a future time. If prices advance 100 per cent between 
the time he makes the loan and the time he gets it back, he 
receives the agreed number of dollars back, it is true, but these 
dollars are subsequently worth in terms of goods only 50 per 
cent as much as they were when the loan was made. The 
bondholder, in terms of goods and services, therefore, receives 
only one half of what he expected to receive when the loan 
was made. The stockholder of a corporation, as distinguished 
from the bondholder, is a partial owner of the business. If 
prices are rising, the value of his property rises, and, hence, 
the value of ownership therein. During periods of rising 
prices profits are also high, business is active, inventories on 
hand appreciate in value while being manufactured into 
finished stock, and, generally, wages advance less rapidly than 
prices. Furthermore, if the corporation has bonds outstand- 
ing, it becomes increasingly easy to pay these off during a 
period of rising prices, for dollars are depreciating in value, 
and represent a smaller amount of goods and services. During 
periods of rising prices, therefore, the stockholder gains 
through an appreciation in the market value of his holdings 
and through the larger dividends he receives. The situation 
is reversed, of course, during periods of falling prices. In 
terms of purchasing power the creditor, or bondholder, gets 





: 10 One of the most complete of the earlier expositions of this subject is found 
in “The Rate of Interest,” by Irving Fisher, Macmillan Co., New York, 1907. 
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the agreed amount of dollars, but these represent more goods 
and more services than he anticipated. The stockholder, as 
owner and debtor, finds the value of his property decreasing. 
Profits shrink, business activity falls off, and it becomes increas- 
ingly hard to pay off obligations incurred during a period of 
high prices. 

A full recognition of this situation has created a growing 
interest in common stocks as a type of investment. ‘Ten years 
ago stocks were regarded as speculative, fraught with risk; 
something, as a class, to be avoided by the conservative in- 
vestor. Particularly were stocks considered unsafe and undc- 
sirable as trust fund investments. This tradition, however, 
completely overlooked a very important element of risk. To 
illustrate concretely, let us assume that a man in 1913 who 
prided himself on his conservatism invested his entire fund of 
capital, amounting to $1,000,000, in high grade, long term 
bonds, which, then, could not be bought to yield more than 
5 per cent. Such an investment would have yielded him an 
annual income of approximately $50,000. In 1920 this man, 
_while still receiving $50,000 annually, would have found retail 
prices on the average 126 per cent higher than in 1913. In 
other words, his $50,000 in 1920 would have purchased only 
as much as about $22,100 would have purchased in 1913. 

Another man, with an equal amount of money, but less con- 
servatively inclined, decided at the same time to invest his 
funds entirely in common stocks. Being unfamiliar with the 
technique of selecting securities, he determined to invest ap- 
proximately $100,000 in each of the ten most active industrial 
stocks on the New York Exchange, without any regard to their 
investment merit. He, therefore, looked up the record of 
sales the first week of January, 1913, and invested his $1,000,- 
000 as shown on the following page, taking the first ten listed 
stocks in the order of total number of shares sold. 

If the second man had held these stocks intact during the 
period from January 1, 1913, to January 1, 1920, he would 
have realized cash (or scrip) dividends amounting in all to 
$843,176, which is equivalent to an annual average return of 
$120,454, or about 12 per cent on his original investment. 





11 Based on Bureau of Labor Statistics Group Index of prices for 1920. Taken 
from Federal Reserve Bulletin, February, 1923, p. 210. 
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No. 
Shares Purchased Price 

Company (All Common) per share Total Cost 
Amexican) Hobacco mae. ais 350 $287.00 $100,450 
Anaconda Coppers anv rian qae 2,500 40.00 1CO,000 
Bethlehem) Steelanjys.cmetrsi- tae 2,509 40.00 100,000 
California Petroleum .......... 1,900 52.50 99,750 
Chinoe@opperserecss vet ke yt 2,200 45.00 99,900 
Miexicane Retroleum e-tt.ra6 rire 1,380 72.50 100,050 
Raye Consolidatedigarrra sr) .ste-¥ rs 4,760 21,00 99,960 
Wi Dy eles saomaneondoncon 1,540 65.00 _ 100,100 
We POs CECE eee crs sie sects, oleic steteees 1,480 67.50 99,900 
Utaht@opperyte iiss. sss. eteletas 1,700 59.00 100,300 

Totals Coste ats.cusciostaeters see $1,000,410 


The man who selected common stocks as a medium of in- 
vestment thus overcame in part the depreciation which took 
place during this period in the purchasing power of the dollar, 
because of the larger current income that he received. The 
story is not complete, however, until we consider the changes 
that took place in the market values of the two groups of 
securities during this seven-year period. In 1920, bonds of 
the same grade as those purchased by the first man in 1913 
were selling to yield over 6 per cent. This naturally meant 
a shrinkage in the market value of his holdings. Some idea 
of this reduction in principal value, on January 1, 1920, may 
be approximated by calculating the present value of a per- 
manent annuity of $50,000 on a 6 per cent basis. Such a 
computation would give a value of $833,333, as compared 
with a 1913 value of $1,000,000, based on a 5 per cent rate 
of capitalization. It may be true that the actual market value 
of the first man’s holdings, even though each bond was quoted 
to yield exactly 6 per cent, would not have been precisely 
$833,333, on January I, 1920. In practice, he would have 
purchased bonds having definite maturity dates and not per- 
manent annuities. Yet this value would have been ap- 
proximated had his holdings consisted largely of long term 
bonds. In any event, we are less interested in the actual dif- 
ference in market values between the two dates than in the 
fact that a real and substantial decline in the value of high 
grade bonds did take place between 1913 and 1920. The 
following chart will indicate clearly the fact here emphasized. 
The average yield on sixty high grade bonds in 1914 was 4.58 
per cent. The average yield in 1920 was 5.88 per cent. This 
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increase in yield must have been effected by a corresponding 
reduction in price. The following chart, showing the course 
of prices from the period 1913 to 1920, will illustrate this 
point. This chart was prepared by inverting the yields in 
order to show the movement in prices. 

The holdings of the second individual, however, who bought 
enly common stocks, had a market value of approximately 
$2,070,370, on January I, 1920, or $1,069,920 more than 
the original cost in 1913. The higher cash return already 
noted, together with the enhanced market value of his hold- 
ings, would have enabled him in large measure to offset the 


Fig. 6.—Course of Bond Prices 1913 to 1925: Inverted Yields of 60 High 
Grade Bonds. 
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depreciation in the purchasing power of the dollar which oc- 
curred between 1913 and 1920. 

This example is presented to show the desirability of insur- 
ing against fluctuations in purchasing power by diversifying 
one’s investments between stocks and bonds rather than to 
bring out any of the features connected with common stock 
investments. This latter subject will be treated in detail in 
aslater cnapter, VV c.are, therefore, not interested especially 
in the validity of the period covered in the preceding example. 
It is true that unusual events occurred between 1913 and 1920, 
which may not soon be repeated. Yet it is the losses from 
just such unusual situations that may be avoided by including 











12 See Chapter XI. 
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both bonds and stocks in an investment program, and it is this 
fact which we now seek to emphasize. An advance in the 
general price level per se affects bondholders adversely, but 
has a favorable influence on common stocks as a class, since 
they represent ownership in actual property. Conversely, fall- 
ing prices react unfavorably on stock values, but enhance the 
purchasing power derived from bonds. 

Diversification between stocks and bonds is_ especially 
desirable in those cases where income from the invested fund 
is to be used in purchasing commodities and services. The 
funds of educational institutions, libraries, estates, and indi- 
viduals are invested to yield purchasing power to the bene- 
ficiaries, Or Owners. Quite different, however, is the invest- 
ment of the reserves of insurance companies and savings bank 
deposits. In both of these cases nearly all obligations of the 
investing institution are contractual, that is, are payable in 
dollars. Because the question of fluctuations in the value of 
the dollar is largely eliminated, funds of this nature should 
be invested in the safest dollar obligations available, which 
yield a satisfactory return. Such obligations are found among 
bonds, mortgages, and notes of corporations and individuals, 
where properly secured by assets and earning power. 

Some problems in the administration of trust funds.—The 
policies which govern a man in the investment of his own 
funds differ from those he would normally follow in managing 
the investments of others. ‘The man who accepts a fiduciary 
position is at once charged with certain responsibilities that 
should find expression in his subsequent acts. 

The particular types of investment which the trustee may 
make depend, in the first instance, on whether the creator of 
the trust gave any instructions in the document creating the 
trust as to the manner in which the fund should be invested. 
Where specific instructions are thus given they govern the 
trustee, who may do anything in the way of investing for which 
he has authority in this document. In cases where the creator 
of the trust gives no directions, then the law of the state in 
which the decedent was domiciled will govern the trustee in 
his acts. 

States fall in two classes in respect to the control they exer- 
cise over the acts of trustees: (1) those which have specific 
statutes defining so-called legal investments; and (2) those 
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where the common law governs the specific investments that 
may be made by trustees. New York may be taken as a good 
illustration of the first group of states. The statutes of this 
state definitely limit the investments of trustees (unless spetific 
instructions are given in the instrument creating the trust) to 
the following: first mortgages on unencumbered real estate to 
the extent of two thirds of its appraised value; certain first 
mortgage guaranteed bonds; U. S. government bonds; New 
York state and municipal bonds; the bonds of nearly all the 
other states and of most cities of the United States of more 
than 45,000 population, whose debt is properly limited in 
respect to population and assessed valuation; and certain rail- 
road bonds.** 

In Massachusetts, which may be taken as a good illustration 
of a state which does not limit trustee investments by statutory 
enactment, the rule is that of good faith and sound discretion; 
that is, such discretion as a man would use in making a per- 
manent commitment of funds for the sake of income and not 
for speculation. A general expression of the duties of trustees 
under the common law of that state is set forth in the follow- 
ing statement: 


A trustee, whose duty it is to keep the trust fund safely invested 
in productive property, ought not to hazard the fund under any temp- 
tation to make extraordinary profits. . . . Our cases, however, show 
that trustees in this Commonwealth are permitted to invest portions 
of trust funds in dividend paying stocks and interest bearing bonds of 
private business corporations, when the corporations have acquired by 
reason of the amount of their property and the prudent management 
of their affairs such a reputation that cautious and intelligent persons 
commonly invest their own money in such stocks and bonds as perma- 
nent investments.?* 


In general, a trustee cannot be held liable for a mere error 
in judgment in making or failing to make an investment, unless 
the error is so bad as to show either that he failed to exercise 
sound discretion, or that he acted in bad faith. Furthermore, 
the question whether the trustee acted in good faith and exer- 





13 The student will find a very complete statement of the statutory require- 
ments of various states in respect to legal trustee investment in the state and 
city supplements of the Commercial Chronicle. 

14 Dickenson’s Appeal, 152 Mass. 184, 187. 








98 INVESTMENT PRINCIPLES AND PRACTICES 


cised sound judgment must be determined by the situation at 
the time the investment was made, and not in the light of 
subsequent events.*® 

In cases where the trust instrument gives the trustees full 
power to make investments and to make exchanges in the man- 
ner which seems most expedient to them, there is still an obliga- 
tion on the trustees to use reasonable discretion in making their 
investments.*° 

In states which do not have statutory legislation specifying 
trust investments, somewhat wider latitude exists in respect to 
what constitutes satisfactory securities for the trust fund. 
Thus, in Massachusetts, trustees may invest in the stocks of 
good business corporations, such as banks, railroads, manu- 
facturing, and insurance companies; in notes of individuals 
secured by the stock of such companies, and in certificates of 
deposit of good banks.’* As a general rule, trustees should 
not invest in second mortgages; but under some circumstances 
such investments may be acceptable.* 

Life tenant and remainderman trusts.—The nature of the 
beneficial interests of the trust will determine to some extent 
the type of investments to be purchased. For example, a trust 
may be established, for the purpose of paying an income to 
a minor during his minority, the trust being brought to an end 
by turning over the principal sum of the fund to the beneficiary 
when he becomes of age, or for the purpose of paying the 
income to a given person during his life and at his death to 
end the trust by paying over the principal to a person 
designated. In the latter case, the person entitled to the 
income is known as a “‘life tenant,” and the person entitled to 
the principal of the fund at the death of the life tenant is called 
the remainderman. Where such a situation exists, the trustee 
is charged with providing a maximum current income for the 
life tenant, consistent with the safety of the principal. Securi- 
ties must then be purchased solely for income and not with 
the idea of effecting appreciation in principal. In the case of 
such trusts, it is especially important to distinguish between 








15 Pine v. White, 175 Mass. 585; Taft vy. Smith, 186 Mass. 31. 
16 Taft v. Smith, 186 Mass. 181. 

17 Harvard College v. Amory, 26 Mass. 446. 

18 Taft v. Smith, 186 Mass. 31. 
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income and principal when purchasing bonds at a premium or 
at a discount.”® 

The extent to which the trustee may enter the field of second 
grade securities in an effort to enhance investment income is 
another question that requires some study of the particular 
circumstances present. In some cases, there is an urgent need 
for producing from a given sum more income than can be 
derived from high grade bond investments. Should the admin- 
istrator or trustee then purchase less secure bonds and pre- 
ferred stocks? Within certain limits, yes. But under no cir- 
cumstances should this policy be carried to the extent of 
purchasing other than the highest grade preferred stocks, or 
bonds whose position is lowered by the existence of a situation 
that is not serious. Among such bonds are those of high grade 
public utility or railroad companies, which are adequately 
secured by income, but which are not secured by a direct mort- 
gage on property. ‘The first mortgage bonds of high grade 
industrial companies also come in this class, the impediment 

here being the nature of the industry. When following this 
policy, however, the trustee or administrator may not exceed 
the legal authority conferred upon him, and, if he is fully 
restricted by the laws of the state in which the funds are 
located, his field of choice may be limited. 

Where legally permissible, there is the same reason for 
allocating a portion of the funds of a given trust to common 
stocks as existed in the case of the individual investor. The 
beneficiaries of a trust fund are no less affected by fluctuations 
in the general level of prices than is the individual investor, 
and may, in fact, be more so. The business man has other 
sources of income which vary with prices. His salary or his 
profits increase with rising prices. The beneficiary of a trust 
fund invested entirely in bonds, on the other hand, may have 
no means of offsetting the decline in purchasing power which 
occurs in respect to his or her income at such times. The 
proportion of the total fund to be allocated to common stocks 





19JIn estate accounting the books may be kept on an accrual basis. Where 
this is done income is adjusted to include the annual appreciation or depreciation 
on discount or premium bonds resulting from the approach of a maturity date. 
Income is credited in the case of discount bonds, or charged in the case of 
premium bonds, with an amount each year sufficient to amortize the entire 
premium or discount at the maturity of the bond. See Chapter XXVII. 
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will probably be somewhat smaller in the present case than in 
the case of the individual, the amount suggested being between 

25 and 30 per cent at most. Furthermore, the greatest care 
should be exercised in the selection of such stocks; com- 
mitments should be confined entirely to the leading companies 
in the most stable fields of industry: public utilities, railroads, 
or steel and equipment companies. Where immediate income 
is not of paramount consideration high grade bank and in- 
surance company stocks should make up a substantial portion 
of such investments. But, where present income is more 
desirable than future appreciation, stocks should be purchased 
primarily for their current yield. Earnings should be regarded 
as a protection to the current dividend rate and not as a factor 
in building up future values. 

Policies governing administration of insurance company in- 
vestments.—The investment ofhcer of a life insurance com- 
pany is confronted with somewhat different problems than the 
private investor. The obligations of insurance companies are 
always in terms of dollars. Contracts are entered into which 
call for the future payment of definite sums of money, regard- 
less of fluctuations in the price level. The insurance company, 
therefore, is not required to protect itself against rising prices 
by the purchase of stocks, although many insurance companies 
do purchase a moderate amount of high grade stocks, par- 
ticularly those of banks and other insurance companies. 

. On the other hand, the nature of the insurance business 
gives rise to other interesting investment problems. In this 
connection let us consider briefly the operations of a life in- 
surance company. Reduced to its simplest terms the essential 
business of such companies is to enter into contracts with 
individuals which provide for the payment of a specified sum 
at death, in return for which the insured pays an annual 
premium. The determination of the premium in a given case 
is based on certain actuarial formulas. Without explaining 
the mathematics involved, the actual premium charged is based 
on a mortality table which indicates the life expectancy of 
groups of people of various ages and of either sex, and the 
assumption that all premiums received will be invested until the 
death of the insured, at an assumed rate of interest. 

If the mortality table accurately measures the life ex- 
pectancy of a large group of people, and if the officers are 
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able to invest the reserve funds of the company at the rate 
assumed by the actuary, then the company’s premium income, 
plus investment income, will equal death claims over a period 
of years.*? The management of progressive companies, how- 
ever, are not content with the so-called actuarial rate of 
interest, which is usually set at 3% per cent. There is a strong 
motive for actually investing the company’s reserves at a 
higher rate than this, for in this way larger earnings are avail- 
able for the stockholders, and dividends may also be paid to 
the policyholders. The payment of such dividends to policy- 
holders, of course, reduces their insurance cost, so that the 
companies which pay the largest dividends do the largest 
business, other things being equal. 

The obligations of a life company consist of the contingent 
liabilities under its policies, as well as the surrender value of 
the policies in force at any time. In practice, these obligations 
are measured and carried on the books of the company under 
the heading ‘Net Reserves.” The actual payments that will 
have to be made in any one year, however, will be determined 
largely by the number of policyholders who die. Since the 
amount of such payments likely to fall in any year can be 
measured with reasonable accuracy on account of the large 
number of policyholders, it is not difficult to determine what 
portion of the company’s assets should be in liquid form, and 
how the maturities of its investments should be arranged. 

A study of the classes of investments held by some of the 
larger companies will show that they fall into four distinct 
groups: municipal bonds, corporation bonds, stocks, and mort- 
gages. There is a growing tendency for insurance companies 
to invest in real estate mortgages, due, in part, to the relatively 
higher yield on such investments, and, in part, to the de- 
sirability of distributing funds geographically in a way that 
will increase the good will of the company.” 





20 For the sake of simplicity, we have ignored the normal expenses of doing 
business, which must also be included in the formulas. 

21 Many states regulate the investments of insurance companies doing business 
within their borders. The State of New York, for example, requires that the 
cash capital of domestic insurance corporations, to the extent of the minimum 
capital required by law, shall be invested and kept invested in government, 
New York state or municipal bonds, or in bonds and mortgages on improved, 
unencumbered real property in the state worth 50 per cent more than the 
amount loaned. The same restrictions apply to foreign companies doing business 
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Investment policies of fire insurance company.—The fire 
insurance company operates under somewhat different prin- 
ciples. The losses of such companies are predetermined by 
experience tables, to be sure; but their contracts expire at a 
definite period. Fire policies have no cash surrender value, 
nor are the premiums of such policies computed on the assump- 
tion that a fire is bound to occur some day. The net liability 
of a fire insurance company at any time may be obtained by 
applying the ratio of expected losses to the face value of in- 
surance in force. In respect to its insurance contracts, there- 
fore, the company should provide for sufficient liquid funds 
in arranging its investments to meet its current obligations. It 
is also desirable that a so-called secondary reserve be main- 
tained. That is, the company should at all times be in a posi- 
tion to liquidate a substantial block of its investments in order 
to meet those emergency losses which have to be paid when a 
large conflagration or community disaster, such as the San 
Francisco earthquake, occurs. 

Savings bank investments.—Investment problems confront- 
ing the savings banks likewise relate to the nature of their 
business. Their obligations are largely dollar obligations, thus 
precluding the necessity for purchasing stocks. Their invest- 
ments are likewise regulated by law, because of the fiduciary 
relations they enjoy with their depositors. It is necessary for 
savings banks to maintain a portion of their funds in liquid 
form in order to meet the demands of depositors for with- 
drawals, but only a small part of their funds are so required. 


— 





within the state to the extent of the minimum capital required of a domestic cor- 
poration, except that like securities of the home state of an insurance company 
organized under the laws of another state of the United States shall be recog- 
nized as legal investments for the amount of the minimum capital required. 

The residue of the capital and surplus money and funds of every domestic 
insurance corporation over and above its capital and the deposit required may 
be invested in or loaned on “the pledge of any of the securities in which deposits 
are required to be invested or in the public stocks or bonds of any one of the 
United States, or in bonds and mortgages on improved unencumbered real 
property in this state worth so per centum more than the amount loaned thereon, 
or except as in this chapter otherwise provided, in the stocks, bonds or other 
evidence of indebtedness of any solvent institution incorporated under the laws 
of the United States, or any state thereof, or in such real estate as it is 
authorized by this chapter to hold” (New York Insurance Law, Sec. 16). 

The table and discussion (see p. 34) indicate clearly the recent tenden- 
cies in life insurance investing. It has been noted that the movement is dis- 
tinctly away from stocks and toward real estate mortgages and bonds. 
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The bulk of their investments are logically found among long 
term securities, bonds, and mortgages. 

Local real estate mortgages are especially satisfactory as a 
type of investment for savings banks. The lack of market- 
ability characteristic of the real estate mortgage is no draw- 
back to the savings bank, for it is not required to carry its 
investments in liquid form. The matter of yield far outweighs 
that of marketability, for the obvious reason that depositors 
do not make heavy and unexpected withdrawals from savings 
banks. The nature of a savings deposit precludes such a 
course, and, also, the law customarily gives the savings bank 
from 60 to go days, if it chooses, to pay the depositor. Its 
obligations are in no sense demand obligations. Furthermore, 
lending money on real estate mortgages is a service which the 
savings bank should logically render to the community, par- 
ticularly to its own depositors. 

The yield on high grade real estate loans, more particularly 
on home loans, ordinals exceeds the “ale on high grade 
bonds by about 1.per cent. The difference here is not occa- 
sioned by lack of security, but rather by the cost of handling 
such loans. ‘There is a special ‘technique involved in handling 
real estate mortgages, which requires careful and frequent 
appraisals, proper title examinations, a proper follow-up on 
insurance policies, and a clerical force for handling interest 
and principal payments. ‘The average overhead cost for man- 
agement on this type of investment is about one half of 1 per 
cent, where the amount invested exceeds a million dollars. If 
this is deducted from the customary rate of 6 per cent, the 
net return, under present conditions, will be 514 per cent, as 
against 4.7 to 5 per cent on other classes of legal investments.” 

Further consideration of matters of general policy: diver- 
sification.—The necessity for establishing an investment pro- 
gram as the first step in the investing process is no doubt well 
established in the reader’s mind by this time. The selection 
of conservative securities is surely one of the important func- 
tions to be assumed by the investor, but until a program has 
been determined which provides for the right types of invest- 
ments, his task of selection is far more difficult and may lead 
to unsatisfactory results. Our discussion up to this point has 
dealt with well defined types of investment funds, or investors, 


22 For a more complete discussion of this type of investment see Chapter XXII. 
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for the purpose of illustrating some of the important questions 
that arise in respect to the matter of policy determination. 
There are still other matters, general in their application, yet 
of sufficient importance to warrant special consideration. “The 
first of these pertains to the matter of diversity. “The proper 
diversification of investments is a first prerequisite, quite 
regardless of the nature of the funds to be invested. Rules 
for diversification, therefore, are of general application, and 
for this reason have been neglected in our discussion of specific 
types of funds. We speak of rules of diversification and imply 
thereby the existence of several different kinds of diversifica- 
tion, as contrasted with the simple notion that one has gone 
far enough if he has included the obligations of several dif- 
ferent companies in his portfolio. 

The old proverb that cautions one not to put all his eggs 
in one basket carries a valuable lesson for the investor, despite 
the contrary opinion held by one of our leading financiers. 
Andrew Carnegie is reputed to have reversed the famous 
adage and to have advised a young friend of his “‘to put all 
his eggs in one basket, but to watch the basket.” No doubt 
there is an element of truth in what he said, but scientific 
investing requires the practice of the best ideas in both theories. 
Diversification should be sought, but not at the expense of 
watching the basket. Commitments should not be so widely 
spread that the investor is unable to watch his investments, 
yet an undue risk is assumed if too large a portion of one’s 
funds is committed to one enterprise. 

The simplest type of diversification, as already suggested, 
requires that one spread his funds over several enterprises. It 
is not sufhcient, however, to diversify among enterprises all 
in the same field. Fifteen years ago traction securities as a 
class were in high favor among investors. Fundamental 
changes have occurred in the industry, however, affecting ad- 
versely all traction securities. The investor, therefore, who 
diversified only among tractions fifteen years ago would have 
suffered heavily, while another who spread his commitments 





23 The capital losses in this industry from 1915 to r919 were especially severe. 
During this period 797 miles of track were sold as junk, while 257 miles had 
been abandoned. Some of this abandoned mileage has later been reclaimed, 
but a large part has never been recovered. “Proceedings of the Federal Electric 
Railways Commission,” 1920, pp. 87, 88. 
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among both electric light and power and traction companies 
would have protected himself in part against fundamental 
changes for the worse in either industry. While the securities 
of the latter companies have declined in value, there has been 
a marked improvement in the investment status of the former. 
Consequently, it is a principle of first importance in the invest- 
ment of funds that diversity should be sought in respect to 
industries as well as enterprises. 

Geographical diversification——In the case of large funds 
geographical diversification should also be sought. Insurance 
companies, in making mortgage loans, assign a certain portion 
of their funds to each of the various states of the union. Thus 
do they avoid the danger of substantial losses from local 
depressions or from shrinkages in values due to fundamental 
changes in the economic development of a particular territory 
or region which is tied up with a single industry, or from 
physical disasters, such as earthquakes or floods. The same 
policy is adopted by certain large investors who purchase muni- 
cipal bonds. 

In still other cases geographical diversification is carried 
farther and the securities of foreign countries are included. 
One of the large investment trusts operating in this country 
seeks investment in all the principal countries of the world. 
From studies that this trust has made, it appears that prices 
of securities are always rising on some of the exchanges of 
the world, and falling in others. The aim of this trust is to 
sell in those markets where the averages appear to have 
reached the top, and to buy in those markets that are recover- 
ing from depressions. Geographical diversification is here 
carried far beyond the limits which the average investor can 
accomplish. 

Diversification as to maturity dates.—Diversification ac- 
cording to maturity date is still another method of insuring 
against undue losses. As previously noted the prices of high 
grade bonds vary inversely with interest rates. ‘That is, high 
interest rates are accompanied by high bond yields, or low 
bond prices. Conversely, low interest rates are accompanied 
by low yields and high prices. Let us suppose, now, that a 
large proportion of the investments of a specific fund mature 
at a time when interest rates are extremely low. The reinvest- 
ment of such funds can be effected only on disadvantageous 
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terms, because of the general market situation. Contingencies 
such as this can be guarded against, however, by purchasing 
bonds with varying maturity dates. 

The easiest way in which to effect diversity of this type ts 
to set an arbitrary period within which all maturities shall fall. 
This period may be twenty years, or longer, if desirable: All 
new purchases are then confined to bonds maturing within this 
period, and are so arranged that approximately an equal 
amount mature each year. In this way the investor is able to 
command the average interest rate in effect during the period 
selected. A period of twenty years is suggested, because this 
is sufficiently long to provide for at least one long swing in the 
cycle of business conditions. The determination of the period, 
however, is less important than the exercise of selection in 
maturity dates. 

In some cases, the problem of maturities is governed by 
other factors. The investment of life insurance represents 
premiums collected in advance. On account of the actuarial 
basis on which risks are assumed, the company can predict with 
some accuracy the amount of the payments it will be required 
to meet each year, on the basis of policies in force at any given 
time. ‘The maturity of life insurance investments, therefore, 
should be so selected as to provide the company with the neces- 
sary funds to enable principal payments to be made on its 
policies. A great majority of the contracts of life insurance 
companies run for relatively long periods, and ter this reason 
long term bonds are generally purchased by such companies in 
preference to short term bonds or notes. 

In still other situations it may be desirable to have part or 
all of a fund invested in short term bonds in order to provide 
liquidity. ‘This applies particularly to the investments of busi- 
ness concerns whose surplus funds are temporarily invested 
outside of their own businesses. In the case of individuals, 
likewise, it is desirable to maintain some funds in liquid form 
in order to meet exigencies as they arise. At death, liquid 
funds are especially necessary to meet transfer taxes and ad- 
ministration expenses. Other reasons for carrying some short 
term investments have already been considered. 

Tax Exempt versus Taxable Securities——Whether the pur- 
chase of tax exempt securities is desirable, and, if so, the extent 
to which such securities should be purchased in proportion to 
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taxable securities, usually is a matter to be settled by reference 
to the size of the fund to be invested and the total income 
of the beneficiary. 

Many bonds contain a clause whereby the issuing company 
contracts to pay the normal-income tax “not in excess of 2 per 
cent” on the taxable income received therefrom, and in some 
cases it agrees to pay as high as 4 per cent. This agreement, 
however, carries little benefit to the taxpayer whose income is 
subject to the heavy surtaxes that have been in force since the 
War. 

Certain bonds of the United States, all state bonds, and all 
municipal bonds and notes are totally exempt from Federal 
income taxes. This applies also to bonds and notes of the 
Federal land banks, intermediate credit banks, joint stock land 
banks, and territories of the United States, all of which are 
regarded as instrumentalities of the Federal government. In 
fact, these latter obligations, as well as direct obligations of 
our Federal government, are further exempt from local taxes, 
such as the income tax in Massachusetts and New York, the 
so-called four mill tax in Rhode Island, and like taxes in other 
states where such taxes on intangibles are in force. 

Under the Federal statute, corporations pay an income tax 
on their earnings at the present rate of 13% per cent. Were 
dividends received again taxable as income in the hands of 
the stockholder obviously there would be double taxation. 
Furthermore, there would be a disposition in many cases for 
corporations to withhold earnings rather than pay them out 
as dividends. As a partial solution of this situation the present 
law exempts dividends, when received by individuals, from the 
so-called normal tax; but, nevertheless, such dividends are sub- 
ject to surtaxes. This applies to dividends received from both 
common and preferred stocks. 

Beyond the limits suggested, however, the income from the 
bonds and stocks of ordinary corporations is taxable under 
the Federal income tax law and under state income tax laws 
where such apply. Furthermore, the rates at which the tax 
is computed increase as the size of the income increases. It 
is apparent, therefore, that tax exempt securities are especially 
attractive to large investors.” 








24 See also Chapter XXIX, “Taxation and Investments.” 
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Marketability.—In our analysis of the problems confronting 
special types of investors the question of marketability, or 
liquidity, was alluded to. There is a distinction between invest- 
ment in marketable securities and short term or liquid invest- 
ments. The latter type of investment implies that the prin- 
cipal sum will be payable within a short period of time. The 
purchase of marketable securities is made where there is a 
reasonable chance that it may be necessary to raise cash at 
some future time, but where there is no definite date at which 
such cash may be needed. Commercial banks confine their 
security purchases largely to marketable issues in order to be 
in a position to raise cash if occasion should arise. The invest- 
ment of temporary surpluses of business concerns should like- 
wise be confined to marketable issues, or short term issues, if 
cash is to be needed in the near future. Savings banks confine 
a large portion of their investments to long term issues and 
first mortgages on improved real estate which lack market- 
ability, yet they do carry sufficient marketable securities to 
provide against emergencies. The policy to be adopted in 
respect to the investment of personal funds or trust estates 
will depend upon the circumstances of the case. Business men 
frequently find it desirable to keep part of their funds in mar- 
ketable securities, if only to have available good collateral 
against which they may borrow. Banks will loan considerably 
more on marketable securities than they will on those lacking 
a ready market. 

The marketability of an issue, as a general rule, depends 
on its size, whether it is listed, and the reputation of the issuing 
company, although the channels through which it was 
originally sold must also be considered. A small issue, brought 
out by a little known banking house and placed among a 
narrow group of investors, will naturally have a very limited 
market. A sizable issue, handled by a syndicate of well-known 
bankers, on the other hand, will be widely traded in even 
though not listed.” 

The term “marketability” is relative in corporate finance. 





28 The best source of information relative to the market on unlisted securities 
is the weekly stock and bond offering service of Standard Statistics Company. 
These services summarize the bid and asked prices on nearly every security 
in the United States. Data come out weekly, and are cumulated monthly and 
annually, 
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Almost any security can be sold at a price, but when the in- 
vestor considers marketability he pictures a security which can 
quickly be disposed of at the prevailing market price. In the 
case of listed securities which are actively traded in, the spread 
between the bid and the asked price is usually very small— 
between % and 4 of a point. In the case of liberty bond 
issues the spread is even less, being %s or %e of a point. 
In the case of inactive securities, in which some over-the- 
counter trading is done, the spread may be between 1 and 2 
points, whereas, in the case of securities which are traded in 
infrequently, the spread may be as great as 10 points. The 
following quotations will indicate this situation: 


QUOTATIONS, ABOUT MAY 1, 1927 


Security Bid Asked 

U. S. Third Liberty 414’s.... 103 28/32 103 30/32 Listed N. Y. Stock Exch. 
Atchison, Topeka & St. Fe 

CTL MEAIS far tase ots es, 6 5.3) Ne ais 93 : 9314 Listed N. Y. Stock Exch, 
Boston & Maine (old) 4%%’s, 

BO AA Morsele orareiekes eis oko feiere ses 89 be Unlisted 
Pittsburg & Birmingham B. 

Ke Gas dract. 6'Ser931.... | 87 95 Unlisted 


Another factor which narrows the margin between the bid 
and the asked price of bonds is the effect of redemption. 
Where an issue is being gradually retired through the opera- 
tion of a sinking fund, the market is usually maintained close 
to the call or redemption price. There are two reasons for 
this: (1) The demand created by the sinking funds for bonds 
is usually suficient to absorb most of the bonds that come on 
the market. (2) Bonds which originally went into weak hands, 
so to speak, are lifted off the market soon after the redemp- 
tion begins, thus leaving only those bonds that are held by in- 
vestors who have no strong reasons for selling. Securities whose 
market is limited invariably sell at a somewhat lower price 
than equally well secured issues with a ready market, and, 
hence, enable one to secure a somewhat higher yield, where 
marketability is not a prerequisite. 

Sound investments versus speculative commitments.—As 
already suggested, the degree of risk that may be tolerated 
in an investment program will depend largely on the position 
of the investor. Large investment profits are made, not in 
high grade bonds, but through the purchase of common stocks, 
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or preferred stocks and bonds whose present position offers 
opportunity for substantial improvement. New York, New 
Haven & Hartford convertible debenture 6’s, due in 1948, 
sold as low as 51%4 in 1921. By 1927, however, they had 
risen to approximately 114. While they still offered at that 
time an opportunity for further profit through the conversion 
privilege, the real profit was realized by those who purchased 
these bonds in 1921 when the road was in poor financial con- 
dition, was showing a heavy deficit, and consequently was not 
considered a good credit risk. Those who purchased in 1921 
were for the most part investors in a position to study the 
situation and to foresee future events. Such individuals, pre- 
sumably, were in a position to accept a temporary loss or a 
total loss in case their judgment was wrong. Quite different 
would have been the position in 1921 of a widow whose sole 
income came from a $50,000 fund. The investment of such 
a fund would require the most carefully selected issues, well 
secured by income and assets, and not requiring the constant 
attention necessary to protect investments in less conservative 
securities. 

In other words, investors who are in constant touch with 
the market, whose judgment enables a selection of securities 
where risk is overemphasized in current quotations, and who 
can afford to suffer occasional losses, may well use part of their 
funds in purchasing new and unsecured issues, common stocks, 
or the securities of companies in a weak condition, but whose | 
prospects are good. ‘They will be rewarded in so doing in 
proportion to their skill in analyzing accurately all the factors 
of the situation, but they will be penalized for their errors in 
judgment. ; 

Summary.—In the present chapter we have focused atten- 
tion on some of the more general aspects of the investment 
problem, which must be considered by the individual investor 
before he can proceed with the actual selection of securities. 
What would be a reasonable and proper investment for one 
person would be highly undesirable for another. Private in- 
vestors as well as institutions, therefore, should first study the 
types of securities which best fit their needs and confine their 
selections to these types. 

In determining the question of policies we find that a 
number of general factors must be weighed. Proper diversity, 


DETERMINATION OF AN INVESTMENT POLICY 111 


in respect to businesses, industries, maturity dates, and types 
of securities is of prime consideration and must be provided 
for at all costs. The extent to which present income is 
desirable as opposed to deferred income is also a matter of 
policy. Some investors use discount bonds as a means of 
capital accumulation, whereas others are content to buy either 
discount or premium bonds. It is also a matter of importance 
to determine when it becomes profitable to purchase tax 
exempt bonds. The current rates at which incomes are taxed 
and the spread between the yield on tax exempt as compared 
to taxable securities enter into this problem. Another matter 
to be decided is the extent to which marketability or liquidity 
is desirable. And, finally, how skilled is the investor in 
analysis, how far can he rely on his judgment, and to what 
extent does he feel it proper to purchase securities which are 
somewhat below the highest grade, seasoned investments in an 
effort to profit through market appreciation? ‘These are all 
matters that require attention in the formation of an invest- 
ment program. 
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CHAPTER VI 
CLASSIFICATION OF SECURITIES 


Lack of standardization in security issues: reasons.—The 
student who approaches the science of investment for the first 
time is at once impressed with the apparent lack of standard- 
ization in types of securities. Not only is the number of dif- 
ferent securities currently traded in very large, but there is a 
wide variety in the manner in which these securities permit 
the holders thereof to participate in the income and assets of 
the borrowing unit, as well as a similar variation in the extent 
to which control is permitted in the affairs of the corporation. 
It follows, as a result of this situation, that the risk elements 
attached to various types of securities differ fundamentally. 
In view of this confusing situation it is difficult to undertake 
a detailed analysis of the field without first developing satis- 
factory methods of classification and considering in a general 
way nomenclature ordinarily employed when discussing stocks, 
bonds, and notes. This will be the function of the present 
chapter. 

The first step in this process will be to consider the basic 
reasons why the market is willing to absorb an increasing 
variety of securities. The reaction of different investors to 
the more important characteristics of investments will be 
analyzed briefly. Consideration will next be given to the prin- 
cipal sources from which investment securities emanate. Sub- 
sequently several fundamental bases, according to which the 
more important kinds of stocks, bonds, and notes may be 
classified, will be discussed. 

Reasons for different kinds of securities—The reason why 
there is a lack of standardization in the investment field is 
twofold. In the first place, the status of corporations and 
other borrowers of money varies in respect to credit, financial 
position, character of business, and banking afhliations. Bor- 
rowers, who are the issuers of securities, will naturally adopt 
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those instruments which are best suited to their particular 
requirements. On the other hand, the needs of investors are 
not all alike. In analyzing the demand for securities it 1s con- 
venient to consider some of the qualities of various securities 
and the reaction of different investors thereto. “The primary 
qualities of a security may conveniently be discussed under the 
three headings: income, risk, and control. 

Subjective characteristics of investments: income and risk. 
—One of the first requirements of any investor when making 
a commitment is income. The amount of income which can 
be obtained in the investing process, however, depends in part 
on the amount of risk the investor is willing to take. The 
person who seeks entirely to eliminate risk, and who is content 
to receive a return commensurate with the going rate of in- 
terest, looks for such investments among high grade, well 
secured bonds. The return on such securities is fixed, which 
means that the borrower promises to pay a fixed rate of in- 
terest irrespective of business conditions or profits. Principal 
is also well protected by assets, which may be pledged as 
security under a mortgage. 

There are other investors willing to assume moderate risks 
in an effort to raise their return. Nevertheless, they also 
require in the investment contract the promise of a definite 
and fixed income and the return of their principal sum at some 
future date. Such investments are still found in that class of 
securities known as bonds, although the security offered by the 
corporation in the form of earnings and assets is somewhat 
less than in the first case. 

Contrasted with investors of the first type are those who 
are content to assume the maximum risks of the business, but 
who expect, in return, to receive such profits as may remain 
after all expenses and charges are met. These are the stock- 
holders or owners of the business. There is no limit to the 
return which the stockholders may receive on their investment, 
other than the earning capacity of the business. On the other 
hand, there is no promise that they will receive any return, 
nor is there a promise to pay back the principal sum invested 
at any future time. It is true, however, that, even in the case 
of stocks, devices are often employed to divide profits in such 
a way as to assure a steady but constant return to a preferred 
group, and to allocate the remaining profits to the common 
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stockholder, whose income is characterized by wide fluctuations 
when compared with that received by the other interests in the 
concern. 

What has just been said may be pictured graphically some- 
what as follows: 


Fig. 7.—Chart Showing Priorities of Various Securities of a Corporation 
in Respect to Claim against Income and Assets and Relative 
Order of Risks. 
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TY COMMON STOCKS RESIDUAL CLAIM AGAINST 
EARNINGS AND ASSETS AFTER ALL OTHEK 
CLAIMS SATISFIED. CHARACTEHIZED BY 
IRREGULARITY, HIGHEST KISK, AND VOTING 
CONTROL. PUKCHASED FOR PARTICIPATION 
IN PROFIT& AND CONTROL REQUIRE CON- 
STANT CARE. KETURN MAY Bk HIGH, BUT 
UNCERTAIN. 


III PREFERRED STOCKS. CONTINGENT PKIOR 
CLAIM AGAINST EARNINGS (AND ASSETS) 
IN RETURN FOR LIMITATION AS TO AMOUNT. 
DIVIDENDS MORE REGULAK THAN ON COMION, 
BUT DEPEND SOLELY ON EARNINGS. USUAL- 
LY LACK FULL VOTING CONTROL. MODER- 
ATE RISK AND HIGHER RETURN THAN ON 
BONDS. 









11 JUNIOR BONDS. UNSECURED OR JUNIOR 
CLAIM AGAINST EARNINGS AND ASSETS. 
MODERATE CARE REQUIRED AND SOME FISK 
INVOLVED. RETURN REGULAR AND SOMb- 
WHAT HIGHER THAN ON UNDERLYING BONDS. 
PROTECTED BY SUBSEQUENT EQUITIES. 





1 UNDERLYING BONDS. FIRST CLALA AGAINST 
ASSETS AND EARNINGS. PROTECTED BY 
SUCCEEDING EQUITIES. GREATEST SECURI- 
TY OF PRINCIPAL AND REGULARITY OF IN= 
COME. LOWEST RETURN OF ALL COKPORA- 
TION SECURITIES. MARKED BY FREEDOM 
FROM CARE AND RISK. BOUGHT SOLELY 
FOR INVESTMENT PURPOSES. 
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The purpose of this diagram is merely to indicate the manner 
in which a corporation may devise means of financing which 
appeal to the varied requirements of investors in respect to 
income and risk. ‘The rate of return promised to investors 
who insist on the first claim is the lowest, but the best secured. 
Those who require less security and who are willing to accept 
a position subordinate to Group I are entitled to a somewhat 
higher return on their funds. Nevertheless, investors in both 
of these groups are relieved so far as possible from all uncer- 
tainty regarding the amount of income they will receive, in 
that they have committed their funds to the enterprise only 
on the basis of a definite contract. In this contract the cor- 
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poration promises to pay not only a specified annual return but 
also to pay back the principal sum at a stated time. Above 
the double line is indicated the claims of the stockholders. The 
nature of their claims differs fundamentally from that of the 
bondholders, in that it represents a participation in profits. 
If profits are large their return is large; if small, their return 
is small. In fact, the stockholders may not receive any return 
at all in case earnings do not justify the payment of dividends. 
Even in the case of stockholders a distinction is often made 
in the matter of risk and income. In order to meet the require- 
ments of those who prefer to receive a constant income rather 
than take a chance on receiving large profits during good years 
and low profits during poor years, a preference may be estab- 
lished among the owners of the corporation. By issuing pre- 
ferred shares to which a prior claim on profits is allocated, 
there is a reduction in risk. On the other hand, except in 
certain cases, this is accompanied by a restriction in dividends 
to a stated amount, as well as a restriction on participation in 
assets in case of dissolution. 

Control.—Closely related to the matter of income and risk 
is the entire question of control. The extent to which investors 
in Groups I and II are permitted to share in the management 
of the corporation is naturally very limited. In fact, bond- 
holders are rarely given any voting control except under 
special conditions. Not only is this situation logical, in view 
of the relations between borrower and creditor, but it is 
desired by a certain group of investors. With control goes 
all the attendant care and responsibility which many investors 
seek to avoid. The bondholder is purely a capitalist, in the 
economic sense, and is in no way an entrepreneur. His essen- 
tial function consists of committing capital to the management 
of others, and does not involve the management of capital. 
As a practical matter the same situation applies, as a rule, to 
the preferred stockholder, although there are frequent excep- 
tions to this statement. The investor who seeks control 
ordinarily does so by the purchase of common stock. 

Marketability—The three subjective qualities of invest- 
ments which we have just discussed under the headings, in- 
come, risk, and control, are basic. There remain certain 
secondary qualities briefly to be discussed. The first of these 
is marketability. Some investors require a ready market for 
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their securities. In fact, all investors generally prefer to main- 
tain a part of their holdings in securities that can quickly be 
disposed of at the prevailing market price. The marketability 
of a security depends on a number of different factors, such 
as the size and nature of the issuing company, the method of 
flotation, and the place and frequency of sale.? 

Freedom from care.—In much the same way that certain 
investors seek to avoid the responsibility of management, so 
do they seek to avoid the care and watching necessary to safe- 
guard a fund invested in speculative issues. By referring to 
our diagram on page 117 it will be seen that the position of 
investors in Group I is protected by the succeeding equities of 
Groups II, III, and IV. Moderate fluctuations in business 
conditions and earnings are of little concern to the first mort- 
gage bondholder. On the other hand, as we pass from Group 
I down to Group IV, we not only find that greater care is 
required in making original selections but that the investor, 
once having made his commitment, must safeguard it by more 
carefully watching the operations of the issuing corporations. 
There is certainly a much greater need for careful supervision 
of a fund invested in common stocks than in well secured 
bonds. And it is the extent to which a given investor is quali- 
fied or has the inclination to devote to supervision that will 
induce him to purchase the securities with high risks and 
opportunities for large income in contrast to low risk and low 
income investments. 

Taxability—The question of taxability is a matter of con- 
cern to certain investors, particularly individuals with large 
incomes. The bonds of states and municipalities are totally 
exempt from the Federal income tax. Certain other bonds 
are also wholly or partially exempt from Federal or state in- 
come taxes. Individuals with incomes of sufficient size to be 
subject to the higher surtaxes may often find it profitable to 
buy tax exempt securities, although their market yield is 
lower.” 7 

Maturity—The maturity of an issue is also a factor that 
is often considered by the investor. Some investors prefer 
very short maturities, in order to maintain their funds in a 





1 For a more complete discussion of marketability see p. 108. 
2For a more complete discussion of tax exempt securities see Chapter XXIX. 
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liquid condition. Other investors require a diversification 
among the maturity dates of their investments, in order to 
make sure of an approximately equal amount of maturities 
each year. While still other investors prefer long maturities, 
in order to avoid the necessity of frequent reinvestment. 
These varied requirements make it possible to market issues 
with a wide variety of maturity dates.° 

Sources of investment securities: corporate financing.— 
The principal investment securities in this country are the 
stocks and bonds of corporations. In fact, except for govern- 
ment issues, shortly to be discussed, the corporation is prac- 
tically the sole primary issuer of securities in the accepted 
sense of the word. An exception to this statement is found 
in the case of “Business or Express Trusts,’ which are organ- 
izations not unlike the corporation in many respects and which 
actually issue certificates of indebtedness and ownership in much 
the same way as corporations.* The joint stock form of 
organization might conceivably be used in the place of the 
corporation to carry on business enterprises and to issue trans- 
ferable shares of stock. As a practical matter, however, it is 
rarely used in this country, on account of the unlimited liability 
attaching to the transferable shares. 

The outstanding characteristic of securities issued by cor- 
porations and express trusts is the fact that their return is 
normally dependent on the productivity of the enterprise. 
The value of the assets of a typical business enterprise is 
closely associated with actual or potential earning power; and 
both interest on bonds and dividends on stock depend on past 
or present earnings. ‘The relatively few exceptions to this 
statement are found in bonds issued by incorporated chari- 
table and religious organizations. 

Governments as borrowers.—The securities of govern- 
ments—federal, state, and municipal—while important, to be 
sure, do not occupy quite the same position as corporate 
issues. The total amount of government issues in the United 








’ The diversification of maturity dates is discussed on p. 105. 

4 Among the more important companies to be organized in this fashion are the 
Amoskeag Manufacturing Co. of Manchester, N. H., The Adams Express Com- 
pany, and the Massachusetts Lighting Companies. For a complete discussion of 
this type of organization see Gerstenberg, C. W., “Principles of Business Organi- 
zation,” pp. 56-71, 1925, Prentice-Hall. Inc., 70 Fifth Ave., New York. 
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States has recently been estimated at about $30,000,000,000 
as compared with about $90,000,000,000 of corporate securi- 
ties outstanding, while foreign government bonds are esti- 
mated at between $2,000,000,000 and $4,000,000,000. 

In contrast to corporate securities, whose ultimate value de- 
pends on earnings, the income and ultimate return of prin- 
cipal in the case of government securities depends on taxing 
power and credit. The corollary to this situation is that funds 
secured by corporations are supposedly employed for produc- 
tive purposes, while funds borrowed by governments may or 
may not be used productively. However, it very frequently 
happens that governments use borrowed funds productively in 
the sense that private corporations use them. 

Securities of financial institutions: holding companies.— 
Financial institutions may be defined as companies whose main 
business consists of investing funds. Where the financial in- 
stitution issues its own securities against its purchases of the 
securities of other corporations, the resulting supply may be 
eonsidered secondary in nature. Thus, if a corporation is 
formed to purchase the stocks of corporations A and B, and 
issues its own stock to effect this purchase, there is no net 
change in the total supply of securities in the hands of the 
public. ‘There is merely a substitution of one security for an- 
other. On the other hand, where the holding company car- 
ries on some business independent of merely holding the 
securities of other companies, or where there is a stepping up 
of capitalization, then there will be a net increase in the supply 
of securities. 

One of the most common types of financial institutions is 
the outright holding company. Such a corporation is formed 
solely to acquire and to control the stocks and bonds of other 
corporations. The holding company issues its own securities 
against assets, which consist mainly of the stocks and bonds 
of the underlying companies. The true type of holding com- 
pany does not engage in operations on its own account, but 
purchases the securities of other corporations with the idea of 
getting an investment return, and also for the purpose of con- 
trolling the management of its subsidiaries.* In this latter 


5A more complete analysis of the holding company as it operates in the 
public utility field is given in Chapter XVI. 
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respect, it differs fundamentally from the investment company, 
which purchases solely for the purpose of investment, and is 
not interested in control. 

Investment trusts.—Another type of financial institution is 
the Investment Trust, or Investment Company. Such a cor- 
poration or trust is formed purely for investment purposes and 
its essential function consists of the purchase and sale of stocks 
and bonds, and, in some cases, property. The company de- 
rives its income almost entirely from interest and dividends on 
the securities it holds; from syndicate profits, where it partici- 
pates in syndicate underwriting; and from profits on the pur- 
chase and sale of securities. It does not attempt to manage 
the companies whose securities it owns.° 

Other types: banks and insurance companies.—Commer- 
cial banks and insurance companies must also be classed as 
financial institutions. Where such enterprises are conducted 
under the corporate form of organization, they acquire their 
capital in much the same way as ordinary business corpora- 
tions, except that, generally speaking, they are financed by the 
issue of only one type of security—common stock. While 
an essential part of the business of these institutions is that 
of investing, they perform collateral services as well. Fur- 
thermore, the nature of their business is such that they must 
be considered as primary creators of securities, in so far as 
their own stocks are concerned. 

Classification of investment securities: common stocks.— 
We are now prepared to take up several different methods by 
which investment securities may be classified. In this connec- 
tion we will not give detailed consideration to different types 
of securities, but merely a survey of the entire field. The 
balance of this chapter will be devoted to clarification rather 
than to explanation, and only such definitions will be given as 
are necessary. Subsequently, all the more important types of 
securities will be considered in detail and their characteristics 
more thoroughly discussed. 

The first major division of securities is between those which 
represent ownership and those which are contractual. This 
distinction was clearly emphasized when we considered some 
of the subjective characteristics of securities in an earlier part 





6 For a more complete discussion of this type of institution see Chapter XXI. 
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of this chapter. Common stock represents control “‘par ex- 
cellence,” in that it generally has sole voting powers, except 
under certain conditions later to be discussed. Furthermore, 
it is subject to the highest investment risks of all the various 
securities of the corporation. On the other hand, common 
stock is entitled to all earnings and assets of the business after 
prior claims are satisfied. 

Common stocks may be issued with a stated par value or 
with no par value. This distinction, however, is mechanical 
rather than fundamental, and does not affect, per se, the invest- 
ment status of the issue. Of greater importance is the division 
of common stocks into nonvoting and voting (frequently desig- 
nated as. “Class-A” .and *Class B,” respectively). . Here, 
again, we get back to the question of control. Theoretically, 
all the common stockholders of a large corporation are en- 
titled to vote at stockholders’ meetings. As a practical mat- 
ter many small holders never exercise this control. ‘The 
recent movement on the part of investment bankers to con- 
centrate the voting control into a small number of shares 
designated as voting shares is not entirely illogical, although 
it has its disadvantages as will later be shown.’ 

Preferred stocks.—A certain class of investors are content 
to allow their participation in profits to be limited, in return 
for a prior claim thereto. Such investors, however, require a 
somewhat higher return than the bonds of a corporation af- 
ford and are willing to forego the security attached to a 
contractual instrument. To meet such requirements the cor- 
poration may split its stock up into preferred and common. 

As the name of the title suggests, preferred stocks enjoy 
certain priorities over other classes of stock. If no special 
reference is made to the specific nature of these priorities, the 
legal assumption is that the preference feature applies only 
to dividends. More commonly, however, there is a definite 
statement in the preferred stock contract, which gives this 
class of stock priority in respect to both assets and earnings. 
Except in the case of participating preferred stock, which 
will be defined shortly, the preferred stockholder is restricted 
in the amount of dividends he may receive as well as in the 
amount of assets to which he is entitled in cases of dissolution. 





7 See p. 239. 
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Preferred stocks: cumulative and noncumulative—A fur- 
ther classification of preferred stock is possible according to 
whether the dividends thereon are cumulative. Where cumu- 
lative, there is an agreement that the preferred stock shall 
receive the full amount of dividends for all years, both cur- 
rent and past, before any dividends can be paid on the com- 
mon. If, for any reason, the corporation is required to omit 
dividends in any year, or is able to pay only a portion of the 
full dividend on the preferred stock, the amount so deferred 
accumulates and must be paid before any dividends may be 
paid on the common. Where the stock is noncumulative, the 
assumption is simply that the full preferred dividend must be 
paid in any year before any common dividends are allowable; 
but if only a part of the preferred dividend is paid, or if 
no dividends at all are paid during the year, there is no 
accumulation, and the preferred holder has suffered an irrep- 
arable loss. 

While it is true that the corporation does not contract to 
pay back the principal sum indicated on the preferred stock 
certificate, nor does it promise or contract to pay a specified 
amount of interest annually, there may be a variety of 
agreements between the corporation and the preferred stock- 
holder regarding the setting up of sinking funds for redemp- 
tion, the maintenance of a proper liquid position, the issue 
of prior obligations, and so on.® 

First and second preferred stocks.—Preferred stocks may 
also be classified in order of their priorities. In the case of 
certain large companies we may have several different kinds 
of preferred stocks, such as first preferred, second preferred, 
and preferred. ‘The distinction here is analogous in some 
respects to that found to exist between first and second mort- 
gage bonds. The first preferred stock has a claim on current 
earnings and on assets in case of dissolution, preceding all 
other stocks. The second preferred comes next, and so on. 
Or, looked at in another way, junior preferred stock issues 
are subordinate to the first preferred in respect to dividends 
and assets. 

Callable versus Noncallable——Preferred stock may be call- 
able or noncallable. The distinction here is much the same 
as in the case of bonds. Where a stock is callable the cor- 


8 For a full discussion of these subjects, see Chapter X. 
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poration is given the privilege of retiring all or part of the 
issue at a specified price, usually in excess of par. Accumu- 
lated dividends, if any, must also be paid at this time. From 
the corporation’s standpoint the callable feature is advan- 
tageous, in that it provides a way for the common stockholder 
to eliminate all preferred stock, and thus to improve the capi- 
tal structure of the corporation. From the stockholder’s point 
of view the callable feature may or may not be desirable. 

Participating preferred stocks.—Participating preferred 
stock is distinguished from nonparticipating, in that the for- 
mer enjoys the right to participate in the earnings of a cor- 
poration over and above the specified dividend rate. This 
right, of course, is valuable from the stockholder’s standpoint, 
but not always profitable from the corporation’s standpoint. 
For this reason, we do not find corporations issuing such stock, 
unless their credit position is so weak as to require the pres- 
ence of attractive features. The participating feature may 
also be given through the right to convert preferred into com- 
mon stock. A more complete analysis of these Erovision: will 
also be given in later chapters. 

Control: voting and nonvoting preferred stock. Geom: 
arily, voting control is denied the preferred stockholder, but 
not necessarily so. Thus, preferred stock may be voting or 
nonyoting. In some cases, limited voting rights are given to 
the preferred stockholders. From the investor’s standpoint 
it is logical that voting control should be concentrated in the 
hands of the common stockholder, for the preferred holder 
is accorded a relatively certain income in place of a fluctuat- 
ing income, by virtue of his preferred position in respect to 
carnings. The same motives which lead him to choose this 
position will naturally lessen his desire to participate in the 
management of the enterprise. We may now summarize our 
classification of stocks somewhat as follows: 


Common stocks classified according to par value: 
With par value. 
No par value. 

Common stocks classified according to control: 


Class A nonvoting. 
Class B voting. 
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Preferred stocks: 


Preferred as to dividends. 

Preferred as to dividends and assets. 
Cumulative. 

Noncumulative. 

First preferred. 

Second preferred. 

Callable and noncallable. 
Participating or convertible. 

Voting and nonvoting. 


Contractual obligations: classification more complex.— 
The task of classifying the contractual obligations of corpo- 
rations is much more complex than that of classifying owner- 
ship securities. A partial reason for this situation undoubt- 
edly lies in the fact that an almost infinite variety of 
investment contracts is possible. Inthe case of ownership securi- 
ties, it is possible, of course, to vary such matters as control, 
priorities in respect to dividends and assets, or the mechanical 
form which a particular issue will take. On the other hand, 
many of the features of credit or contractual obligations are 
lacking. Generally, the problem of creating a mortgage on 
certain assets, the assets that can be pledged, the maturity of 
the bond issue, methods of paying off the bonds, the specific 
purposes for which the money is to be used, and so on are 
not involved in issuing stock, but are matters that require 
consideration in the case of bond issues. The more factors 
that enter into the problem the greater the opportunity for 
variation in the form in which the contract finally emerges. 

Classification of bonds according to legal nature of securi- 
ties—The first basis for classifying bonds, and certainly one 
of the most important, is the legal nature of the claim which 
they have against assets and earnings of the borrowing unit. 
Here the major division is between unsecured and secured 
issues. An unsecured bond is simply the promise of the bor- 
rower to pay to a registered holder or to bearer a principal 
sum at a stated time and place, and also to pay a stated rate 
of interest on the principal until maturity. A secured bond, 
on the other hand, is a promise of the borrower to pay, as in 
the previous case, accompanied by a pledge of certain assets 
under some form of a mortgage. In case the borrower fails 
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to live up to his agreement, complete title to these assets may 
be acquired by the bondholders through foreclosure proceed- 
ings. 

Unsecured bonds.—Attention will first be directed to some 
of the more important types of unsecured bonds. Federal 
or government bonds are generally unsecured, but not always 
so. In the case of smaller countries, whose credit is not of 
the highest, revenues from import and export taxes and other 
imposts are often pledged as security for their debts.® State 
bonds in this country are almost invariably unsecured. The 
same may be said of the debts of minor subdivisions, such as 
counties, special taxing districts, and cities and towns. Excep- 
tions to this statement are found where municipalities operate 
public utilities, such as water works, electric lighting plants, 
electric railways, or the like, and issue bonds, not in the nature 
of general obligations, but secured by a lien on the revenues 
of the utility.*° 

Corporate issues.—The bonds issued by business corpora- 
tions and investment companies may be secured or unsecured, 
depending on the combination of factors present in a given 
case. Unsecured bonds of corporations are frequently spoken 
of as “debentures,” although there are other types of unse- 
cured issues. The term “note” is used to designate evidence 
of short term borrowing. Notes are generally, although not 
necessarily, unsecured. Income bonds, the interest on which 
is payable only when earned, are sometimes classed as un- 
secured obligations, although here again such issues may be 
secured. Receiver’s certificates, while they frequently rate 
ahead of all the bonds of a corporation, are rarely secured 
by a pledge of specific assets. 

Secured bonds.—The straight first mortgage bond, as the 
name suggests, represents the clearest cut example of a se- 
cured bond. Here we have a bond based on a definite con- 
tract with the corporation, but which is also secured by a first 
mortgage on specific tangible assets, such as the plant and 





®See Chapter XXVI, following, for a more complete study of loans so secured. 

10 See Chapter XXV, following, for a more complete analysis of municipal 
issues. 

11 The distinction between notes and bonds is largely a matter of the time 
for which the issue is put out. Where the security has an original life of less 
than 5 years the term “note” is generally used. Longer term issues are called 
bonds. This distinction is only a matter of custom, however. 
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equipment of the company, which is given to secure the per- 
formance of the contract. In the event of default, under the 
terms of the mortgage, title to the property may be acquired 
by the bondholders through foreclosure proceedings. Where 
the mortgage given as security is a second, or a third, instead 
of a first, mortgage, on the company’s property, then the 
bonds are known as second or third mortgage bonds. 

Quite naturally, investors are less satisfied with the security 
of a second or a third, than with that of a first, mortgage. 
It is, therefore, to the advantage of the corporation or in- 
vestment banker responsible for selling the securities, to avoid 
the use of the term “second mortgage”’ if possible. This can 
often be done by giving some other title to the bonds. The 
term “‘first and general mortgage bonds’? may often be used 
without actually violating the laws of veracity, yet such a term 
may really mean that the issue is a first mortgage on a very 
small part of the corporation’s property, and a general mort- 
gage on the balance, subject to prior mortgages. 

The term “first and refunding mortgage bonds’ implies 
that the bonds are secured by a first mortgage on some of the 
company’s properties only. The essential purpose for which 
such bonds are issued, as the second part of the title implies, 
is to refund other issues of the corporation’s bonds as they 
come due. The extent to which they become first mortgage 
bonds as a result of this financing will depend partly on the 
rights and security accorded the maturing or refunding bonds, 
and partly on the contract provisions of the refunding issue 
itself. There are other titles which are frequently applied to 
bonds, such as “prior lien,” “refunding,” or “blanket mort- 
gage.’ The use of such terms often leaves the investor ‘un- 
informed as to the real nature of the liens against the cor- 
porate property. The obvious conclusion to be drawn from 
our discussion up to this point is that the bond title is mis- 
leading and fails to convey a real picture of the actual security 
going with a particular issue of bonds. Essential facts of this 
nature are contained in the bond indenture and not in the bond 
title. The student should clearly appreciate this fact early in 
his career, otherwise serious mistakes are likely to be made. 

“Divisional bonds” is the term often used when referring 
to bonds secured by a mortgage on a particular division of 
a railroad. The term “sectional bonds” is used to convey a 
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somewhat similar meaning. Here the bond is secured by a 
section of the road. 

Collateral trust bonds.—Collateral trust bonds are secured 
by the pledge of other securities, either stocks or bonds, and 
customarily are issued by companies found in the so-called 
“investment group.”” Such bonds are secured by a mortgage, 
but the property pledged differs from that found in the case 
of mortgage bonds. In the latter case, the property is physi- 
Calgiitl the foc it is intangible.” Further classification may 
be used here to ew ounte the nature of the collateral pledged. 
Where the underlying securities are all first mortgage bonds, 
the collateral issue may be known as a first mortgage collateral 
trust bond. Certificates of beneficial interest are issued against 
the deposit of certain stocks in a voting trust. In this way 
the holders of the certificates are given an interest in the 
earnings and in the equitable assets if the company liquidates. 
Bankers shares are somewhat similar and represent a frac- 
tional participation in deposited collateral, usually stock. In 
the latter case, the purpose is often to reduce the unit value of 
high priced shares of stock. For instance, stock selling at 
¢500 a share may be deposited and 10 “bankers shares’’ is- 
sued against each original share. On account of the lower 
unit value the ‘“‘bankers shares” often sell at an aggregate 
price in excess of the market value of the underlying collateral. 

Equipment securities.—Securities that are secured by a 
pledge of railroad equipment, either under a mortgage, or by 
means of a conditional bill of sale, are known as equipment 
securities. Where the conveyance of the pledged property 
is in the form of a mortgage, then the obligations are com- 
monly referred to as equipment bonds. In other cases, title 
to the equipment remains in the hands of a trustee and the 
equipment is leased to the railroad under a combined lease 
and conditional bill of sale. Where this is done, equipment 
trust certificates are then issued to give participation in the 
lease and conditional bill of sale. The equipment bond con- 
tains nothing in the way of legal protection that is not con- 
tained in a straight mortgage bond. ‘The trust certificate, 
however, differs in its legal aspects from a mortgage bond, in 





12 See further discussion of collateral trust bonds, p. 170. 
13 See further discussion of equipment securities, p. 166. 
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that title to the property does not pass to the borrowing cor- 
poration until all the terms of the contract have been lived 
up to. 

Real estate securities—In general the term “real estate 
securities” is applied to bonds and stocks issued for the pur- 
pose of financing real estate transactions. Mortgage bonds 
secured by a specific mortgage on a definite parcel Of real 
estate are known as “real estate mortgage bonds.” A fur- 
ther distinction is possible, however, if one wishes to classify 
the issue according to the type of property mortgaged. 
Where bonds are issued against a mortgage on an office 
building the bond may be called an “office building bond.” 
Similarly, an issue may be secured by a mortgage on an apart- 
ment house and referred to as an ‘‘apartment house bond,” 
and so on. 

Bonds that are issued against a single large mortgage differ 
somewhat from those that are issued against the pledge of a 
number of different mortgages. In the latter case, a number 
of mortgages are assigned to a trustee and bonds are issued 
against such collateral. The security here consists of a group 
of small mortgages in contrast to a fractional participation in 
one large mortgage.** Bonds in the latter category are some- 
times referred to as “collateral real estate mortgage bonds.” 
In cases where the underlying mortgages are on farm prop- 
erties the bonds may be referred to as “farm mortgage 
bonds.”’ *° 

A still further method of financing real estate projects is 
by means of the fee ownership certificate. Let us assume, in 
order to get a picture of the steps leading up to the issuance 
of such securities, that a group of men wish to erect an office 
building on a given site. The first step irivolves the purchase 
of the land, which may be done by an individual or a corpora- 
tion. Thereupon, a long term lease is drawn up with the in- 
dividual or the corporation that is to erect the building, pro- 
viding for the erection of the building on the land, as well as 





14 For a complete discussion of real estate bonds see Chapter XXII. 

15 Under the Federal Farm Loan System in this country Federal land banks 
and joint stock banks are permitted to issue debenturebonds. The principal 
assets of these banks are farm mortgages. Such bonds are sometimes referred 


to as farm mortgage bonds. A complete discussion of the operations of these 
banks will be found in Chapter XXIII. 
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the payment of an annual rental. The ownership of the land 
is then divided into a number of fractional parts by the issu- 
ance of fee ownership certificates. The purchase of a certifi- 
cate gives the holder the right to a fractional participation 
in the lease. The owner of the building is usually given the 
option at some time during the life of the lease to purchase 
the land, at a price that will enable all the fee ownership 
certificates to be called. The lease also provides for the pay- 
ment of an annual rental sufficient to pay all interest require- 
ments on the certificates. On the other hand, if the lessor is 
unable to meet his rental charges, the lease is broken and title 
to both land and building reverts to the certificate holders. 

Miscellaneous.—It would be possible to extend our list of 
bonds classified according to the nature of the security almost 
indefinitely. ‘Thus, “timber bonds” is a term used to designate 
issues secured by timber lands; “terminal bonds,” issues se- 
cured by terminal property; ‘wharf bonds,” issues secured by 
wharves; ‘“‘steamship bonds,” issues secured by steamship com- 
panies; and so on. It is scarcely necessary to offer any elabo- 
rate definitions in cases where the title indicates rather clearly 
what the bond stands for. 

Bonds with general security.—In still other cases the secu- 
rity behind the bond is partly physical and partly general. 
Where two or more corporations are merged, the absorbing 
company may assume the bonds of the acquired company. If 
the old physical assets still serve as security for the bond, the 
bond itself has a twofold security, in that it also becomes a 
general obligation of the new company. Where consolida- 
tion is effected by means of a lease of the property of a sub- 
sidiary company, the lessee corporation may guarantee the 
bonds of the lessor company. The bond is then known 
as a “guaranteed bond.” It is also possible, where 
one corporation leases another, for the lessee company to 
guarantee the payment of dividends on the stock of the lessor 
company. ‘This is customarily provided for by arranging a 
sufficient rental under the terms of the lease to provide for 
expenses of the lessor company and a stated dividend on its 
stock. In such cases, the stock, to all intents and purposes, 
acquires the investment characteristics of a bond. Other 
forms of guaranteed bonds are “indorsed bonds” or “stamped 
bonds.” Where several corporations engage in an enterprise 
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cooperatively, they may borrow jointly, or else guarantee 
jointly the payment of the bonds of a subsidiary company 
formed for the purpose of holding the assets to be used in 
common. In such instances the resulting issue is known as a 
“joint bond.” 

The following chart summarizes the different kinds of 
bonds already considered, with special reference to the char- 
acter of the lien and the nature of the underlying assets: 


Classification of Bonds According to Legal Nature of Security 


Unsecured Bonds 
Federal or Government Bonds 
‘State Bonds 
Bonds of Minor Subdivisions 
County 
District 
City and Town 
Corporate Issues 
Debentures 
Notes 
Income Bonds 
Receivers’ Certificates 


Secured Bonds 
Mortgage Bonds 

First, Second, Third, etc., Mortgage Bonds 

General Mortgage Bonds 
First and General Mortgage 
First and Refunding 
Prior Lien Bonds 
Refunding Bonds 
Blanket Mortgage Bonds 
Divisional Bonds 
Sectional Bonds 


Collateral Trust Bonds 


Mortgage Collateral Trust Bonds 
Certificates of Beneficial Interest 
Bankers Shares 

Equipment Securities ‘ ' 
Equipment Bonds 
Trust Certificates 
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Real Estate Securities 
Real Estate Mortgage Bonds 
Office Building Bonds 
Apartment House Bonds 
Collateral Real Estate Mortgage Bonds 
Farm Mortgage Bonds 
Leasehold Bonds 
Fee Ownership Certificates 
Miscellaneous 
4 Timber Bonds 
Terminal Bonds 
Wharf Bonds 
Steamship Bonds, etc. 
Bonds with General Security 
Assumed Bonds 
Guaranteed Bonds and Stock 
Indorsed Bonds 
Stamped Bonds 
Joint Bonds 


Classification of bonds according to purpose of issue.— 
Another basis for the classification of bonds is according to 
the purpose for which the bond is issued. ‘‘Funding” or “re- 
funding” bonds are issued to provide the necessary funds for 
the payment of bonds about to become due, or for the purpose 
of calling bonds prior to their maturity date, where such a policy 
is desirable. Such bonds are sometimes called ‘redeemable 
bonds.” The term ‘consolidated bond” may apply to an issue 
which is put out for the purpose of retiring and consolidating 
all the various bonds of a corporation into one issue. In this 
way the corporation is able to simplify its financial structure: 
or the term may be used to designate an issue secured by a 
mortgage on property of different corporations which have 
been consolidated. Such bonds may constitute a first mort- 
gage on the various properties, or they may be subject to 
existing liens. 

The term “purchase money bond” refers to an obligation 
issued in full or in part payment for property, or for a com- 
pany about to be absorbed. When sucha bond is issued for prop- 
erty, it is probable that it will be a lien on that property; when, 
for a company, it is probable that the stock of the company 
will be pledged as security for the bonds; and, in case the 
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interest is not properly paid, then the stock of the company 
reverts to the bondholders. 

“Construction bonds” are issued to secure money for the 
construction of new buildings or property. The authorized 
issue is sufficient to provide the necessary funds to complete 
the project, but funds are generally advanced to the corpora- 
tion only as the progress of the construction warrants. In 
case the entire issue is sold in advance, the trustee is author- 
ized to make advances at various stages of the construction. 
In other cases, bonds are sold only as construction progresses. 

“Temporary bonds” are sometimes issued to tide the cor- 
poration over a short period of time pending the execution 
of permanent financial arrangements. ‘Interim bonds,” or 
receipts, on the other hand, are used to give evidence of the 
advance of money by the investor before an issue of securi- 
ties, which has been sold, can be delivered. The company, in 
the interim bond or receipt, promises to deliver the actual or 
permanent bond to the holder of the temporary or interim 
receipt on surrender thereof when the bonds are ready for 
delivery. 

It is also possible to reclassify some of the various types 
of bonds already considered under our present heading. 
Thus, while a terminal bond is so-called because it is secured 
by terminal property, it may, nevertheless, be included in our 
present group, if it was issued for the purpose of securing 
terminal property. The same may be said of equipment 
bonds, wharf bonds, timber bonds, bridge bonds, and so on. 
It is impossible entirely to avoid duplication in a discussion of 
this nature. 

‘Extended bonds” are created when, for some special reason, 
the payment of the principal of a bond has been extended be- 
yond the stated maturity date by the mutual consent of the 
corporation and the owner of the bond. The security is then 
known as an ‘‘extended,” a “continued,” or a “renewed” bond. 
In such cases, the extension privilege is stamped on the old 
certificate and all other features of the contract remain the 
same. ‘This procedure is sometimes used in order to avoid 
the flotation of a new loan or refunding operations when mar- 
ket conditions are unfavorable. Receivers’ certificates are like- 
wise issued for the purpose of providing funds for operations 
during receivership. 
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Bonds, government.—Our discussion up to this point has 
dealt primarily with corporate bonds. We may similarly 
classify government, state, and municipal issues according to 
the purpose for which they are issued. ‘Special assessment” 
bonds are floated to enable the city to make local improve- 
ments; and, as their name implies, interest and principal on 
these bonds is provided for by special assessments against the 
property which is benefited by such expenditures. “Tax an- 
ticipation warrants” are issued to secure funds in anticipation 
of taxes and are paid off as soon as taxes are collected. 
‘““Water bonds” are sold to provide the funds necessary for 
the construction of municipal water works. “Paving bonds” 
may be issued for the purpose of paying for street paving, 
“‘sewer bonds” for the construction of sewers, and so on. It 
is hardly necessary to give an exhaustive definition of all the 
various titles under which municipal bonds exist, for their very 
names convey sufficient information to indicate the purposes 
for which they are issued.*® 

Summary.—The following table summarizes the various 
bonds that have been discussed under the classification ‘“‘ac- 
cording to purpose of issue,” and suggests others not specifi- 
cally mentioned. This method or basis for classification has 
some value to the investor, in that it centers attention on the 
purposes for which his funds are to be used. On the other 
hand, the purpose for which an issue is floated does not reflect 
in any direct way the contract provisions which add to, or sub- 
tract from, its investment merit, nor does the question of 
purpose indicate the financial standing of the issuing corpora- 
tion. 


Classification of Bonds According to Purpose of Issue 


Corporate Bonds 
Funding or Refunding Bonds 
Consolidated Bonds 
Redeemable Bonds 
Purchase-money Bonds 
Construction Bonds 
Temporary or Interim Bonds or Receipts 





16 Federal, state, and municipal bonds are treated more fully in Chapters 
XXIII, XXIV, and XXV. 
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Terminal Bonds 

Equipment Bonds 

Wharf and Dock Bonds 

Timber Bonds 

Bridge Bonds 

Redemption Bonds 

Extended, Continued, or Renewed Bonds 
Receivers’ Certificates 


Government, State, and Municipal Bonds 
Special Assessment Bonds 
Tax Anticipation Warrants 
Water Bonds 
Paving Bonds (Also Street and Road) 
Sewer Bonds 
Bonus Bonds 
Drainage Bonds 
Irrigation Bonds 
Levee Bonds 
Reclamation Bonds 
Electric Light and Railway Bonds 
Sanitary District Bonds 
Incinerator Bonds 


Classification of bonds according to type of issuing 
debtor.—Another possible method of classifying bonds is ac- 
cording to type of issuing unit. When discussing government 
bonds one may refer to obligations of our federal govern- 
ment, to state bonds, to territorial possessions, to municipali- 
ties, or to bonds of foreign countries. Similarly, corporate 
bonds may be referred to as railroad bonds, public utility 
bonds, industrial bonds, real estate bonds, or foreign corporate 
bonds. Such a classification likewise has some value to the in- 
vestor, in that it enables him to study the business risks inherent 
in different lines of undertaking. By so doing, he may conclude, 
for instance, that, as a class, bonds of our federal, state, and 
municipal governments, have the highest investment rating of 
all securities. Railroad securities, as a group, are generally 
accorded second rank, largely because the railroads of the 
country furnish an indispensable service which must be had 
at almost any cost and because they operate under public 
franchise. Even though they are regulated in respect to rates 
it is reasonable to suppose that a fair return on the capital 
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investment in such an industry will be permitted. For a 
somewhat similar reason public utility securities rank close to 
railroads, although certain types of public utilities, such as 
traction companies, have recently been in poor repute.  In- 
dustrial securities, as a class, are usually accorded a consider- 
ably lower rating than either rails or utilities, on account of 
competition and other factors which inject elements of risk in 
their operations. The term “foreign bonds” is applied to the 
issues of foreign governments, although there is a tendency, 
in practice, to use the term indiscriminately, whether discuss- 
ing obligations of foreign governments or of private enter- 
prises located in foreign countries. 

Summary.—A detailed classification of bonds according to 
the nature of the issuing corporation follows. There has been 
no attempt here to supply further definition than that appear- 
ing in the descriptive title. 


Classification of Bonds According to Type of Issuing 
Debtor 


Government Bonds 
Federal Government Bonds 
State Bonds 
Territorial Bonds 
Municipal Bonds 
County Bonds 
Town Bonds 
City or Municipal Bonds 
School District Bonds 
Special District Bonds 
(For other types see page 136) 
Foreign Government Bonds 
Corporate Bonds 
Railroad Bonds 
Public Utility Bonds 
Electric Light and Power Bonds 
Electric Railway Bonds 
Express Company Bonds 
Gas Company Bonds 
Telephone and Telegraph Bonds 
Water Company Bonds 
Steamship Bonds 
Terminal Company Bonds 
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Industrial Bonds 
Steel Bonds 
Textile Company Bonds 
Automobile Company Bonds 
Copper Company Bonds 
Oil Bonds 
Equipment Company Bonds 
‘Timber Bonds 
Real Estate Bonds 
(See subdivisions on page 133) 
Foreign Bonds of Private Corporations 


Classification of bonds according to methods of payment. 
—Those features of the bond contract which pertain to 
the methods of paying the principal, and also the interest 
thereon, may merely cover matters of detail, or they may 
involve questions of vital importance to the investor. Whether 
the bonds are coupon bonds or registered bonds is purely 
a matter of detail and involves no question of merit. In 
the case of coupon bonds, both the principal of the bond 
and the current interest are payable to bearer. ‘That is, the 
person having physical possession of the bond has merely to 
clip the coupons as they become due and present them to the 
nearest bank for collection. Likewise, when the bond comes 
due, the principal sum may be collected by presenting the bond 
itself. In the case of registered bonds, on the other hand, a 
register is maintained in the transfer office of the company. 
The name of each bondholder is contained therein and inter- 
est is mailed when due to the registered holders of such bonds 
in the form of a check. At maturity the principal is so paid. 
In case a registered bond is sold it must be indorsed by the 
seller and sent to the transfer agent of the company in order 
that it may be registered in the name of the new holder. 
Bonds may be registered as to both principal and interest, or 
as to principal only. 

Of more fundamental importance, on the other hand, are 
the provisions made in the bond for payment of the principal 
at maturity. For instance, the bond contract sometimes pro- 
vides that the issuing corporation shall lay aside from earnings 
each year a definite sum, in order that the principal of the 
bond may be met at maturity. Where this is done, the fund 
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into which such sums are paid is called a sinking fund and 
the bond is called a “sinking fund bond.” 

The same result may be accomplished by dividing the entire 
issue of bonds into series with varying maturity dates. Under 
this plan a certain portion of the bonds come due and are 
paid each year. At maturity, the last issue only remains to 
be paid. Where this method is used the bonds may be desig- 
nated as “serial bonds.” Generally speaking, serial bonds are 
somewhat more desirable than sinking fund bonds. In the 
former case, a certain percentage of the entire issue becomes 
due each year and must be paid off. In this way, there is no 
uncertainty as to the maturity of the bonds, and, furthermore, 
there is no doubt that the bonds will be paid as they fall due, 
provided, of course, the financial condition of the corporation 
so warrants. From the bondholders’ standpoint the retire- 
ment, annually, of a certain amount of the issue increases the 
equity behind the remaining bonds. In the case of. sinking 
fund bonds, however, there is often a question as to whether 
the fund, supposedly built up by charges against income, will 
really be available at the maturity of the issue. 

Corporations frequently reserve the right to call in and pay 
off all or part of an issue before maturity at some designated 
price. A provision of this nature may enable the corporation 
to reduce its fixed charges when interest rates are low and is 
desirable from the borrower’s point of view for this reason. 
The bondholder, on the other hand, may find it difficult after 
his bond has been called to reinvest the funds he receives at 
the same rate of interest that he formerly received.’" 

Quite the reverse of the callable feature is the participation 
feature given either by means of a conversion privilege or by 
the right to participate in earnings. Convertible bonds, as the 
name implies, may be converted at a specified price into the 
stock of the corporation, either preferred or common. Of 
course, the purpose in extending such a privilege to the bond- 
holder is to enable him, at some future time, to enjoy a more 
complete participation in the prosperity of the company. 
Where the bond is convertible into preferred stock the partici- 
pation is restricted, but where conversion may be made into 





17 The present chapter is one of definition and classification only. For this 
reason we shall postpone detailed consideration of the effect of the call feature 
on the investor until a later chapter. See p. 188. 
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common stock the bondholder is in a dual position. He has 
a contractual investment during the less certain years of the 
corporation’s growth and may, at his own option, become an 
owner with unrestricted participation if the company becomes 
successful. 

The same idea may be worked out in the so-called partici- 
pating bond. Here the bondholder is promised a definite rate 
of interest during the life of his bond; but, if the earnings of 
the corporation grow and dividends on the stock increase, the 
bondholder is promised a participation therein. In the case 
of participating bonds, after all charges have been met, and 
after a certain rate of dividend has been paid on the out- 
standing stock of the company, no further dividends may be 
declared without increasing the interest paid to the bond- 
holder. 

A new type of bond, recently developed, involves the pay- 
ment of both principal and interest in terms of purchasing 
power, rather than in terms of a specific number of dollars. 
The amount so paid is computed on the basis of a selected 
index number. Such a bond might be designated a stabilized 
bond, in that the return, in terms of effective purchasing 
power, is stabilized. 

In this country nearly all bonds are payable in gold coin 
of the present weight and fineness. For this reason a bond 
may be designated a “gold bond.” Such a title, however, 
means little by itself, for it conveys no idea as to the security 
behind the bond or other important features of the contract. 
Where bonds are payable in English pounds they are known 
as sterling bonds.*® In similar fashion French bonds may be 
payable in francs, German bonds in marks, and so on. When 
bonds are payable in a foreign currency, an additional element 
of risk is created, for it is necessary that the investor convert 
the funds he receives as interest-or principal into the currency 
of this country at the prevailing rate of exchange. So long 
as the current exchange quotations do not diverge substantially 
from par there is no large loss or gain. But when fluctuations 
are wide, as was the case during and after the War, a seri- 





18 For an example of this type of bond see p. 202. 

19 Alabama and Great Southern 5’s, 1927, are payable in pounds. New York, 
New Haven and Hartford 15 year European loan gold 4’s (now 7’s) were orig- 
inally issued in francs. 
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ous situation is created. The holders of German and French 
bonds, payable in foreign currencies, have recently suffered 
severe losses. In fact even the holders of sterling bonds 
were seriously affected when sterling exchange was at a sub- 
stantial discount after the War. 

Bonds payable in silver are known as silver bonds. In case 
the bond has no maturity date, but runs perpetually, it is 
known as a perpetual bond. In England such bonds are 
called consols, in France, rentes. The following table sum- 
marizes the more important types of bonds, classified accord- 
ing to methods of payment: 


Classification of Bonds According to Methods of Paying 
Principal and Interest 


Payment of 
Principal 
Coupon Bonds 
Registered Bonds 
Sinking Fund Bonds 
Serial Bonds 
Callable Bonds 
Convertible Bonds 
Participating Bonds 
Stabilized Bonds 
Gold Bonds 
Bonds Payable in Foreign Currency 
Sterling Bonds 
Franc Bonds 
Mark Bonds. 
Silver Bonds 
Perpetual Bonds, Consols, Rentes 
Interest 
Coupon Bonds 
Registered Bonds 
Participating Bonds 
Stabilized Bonds 


The preceding classification is presented, not with the idea 
of covering in an exhaustive fashion all the various bonds that 
might be included, but rather with the idea of familiarizing 
the student with the short descriptive terms customarily ap- 
plied to bonds when emphasis is sought in respect to methods 
of payment and redemption. 
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Short descriptive titles misleading —A further word of 
caution is in place at this time. The only real purpose, in 
dealing with short descriptive titles in the fashion that we 
have just employed, and the only advantage of the definitions 
so far inserted, is to familiarize the student with some of the 
terms commonly used in investment circles and to give him 
a bird’s-eye view of the entire field. Short titles, however, are 
surprisingly misleading, so far as the real security behind a 
bond is concerned. In fact, before the investor can consider 
himself in a position accurately to judge the merits of a given 
investment, he must first undertake an exhaustive study of the 
terms and conditions under which it was issued and the con- 
tract which the corporation has made with the investor. In 
the case of a bond, this requires a careful analysis of the cor- 
porate indenture; in the case of stock, the by-laws of the cor- 
poration must be referred to. 

A first and refunding bond may be identified as a first 
mortgage bond, whereas it is a first mortgage on only a rela- 
tively insignificant part of the property. A sinking fund bond 
may, upon examination, prove to have provisions in respect 
to sinking fund payments so weak as to be of little value. A 
collateral trust bond may be secured by a deposit of common 
stock only. In brief, the mere descriptive title of a bond, 
which is used in classifying bonds roughly, is of value only in 
so far as the contract features found in the instrument under 
which the bond is issued support the general impression which 
the title conveys. The real character of the bond, therefore, 
is not to be found in a brief descriptive title, but in an ex- 
haustive study of the contract features found in what is known 
as the corporate indenture, deed of trust, or corporate mort- 
gage, that is, the legal instrument in which the bond contract 
is set forth. This type of information in the case of stock 
issues is found in the by-laws of the corporation. We shall 
take up, in following chapters, a detailed consideration of the 
more important legal characteristics of investments, and at 
that time the error of placing too great a reliance on the 
descriptive title of a security will be more apparent. 


CHAPTER VII 
SECURED BONDS | 


Secured loans are always accompanied by the pledge of 
specific assets, generally by means of a mortgage. A mort- 
gage may be defined as a deed absolute in form, but subject 
to defeasance, given to secure the performance of some act on 
the part of the mortgagor, usually his repayment of a loan 
made by the mortgagee at the time of the execution and de- 
livery of the mortgage. In the customary transaction, the 
mortgagor borrows money from the mortgagee and gives as 
security a deed of the property, which deed provides that it 
shall be null and void if at the time appointed the mortgagor 
repays the loan. 

When the term “mortgage” is used the average person 
thinks of an ordinary real estate mortgage. Business corpo- 
rations, however, often mortgage their properties in order to 
secure loans. These mortgages may cover specific property, 
such as land and buildings, but usually are of the general 
variety and cover everything, present and future, that the 
company owns or may own. A third form of security that 
has become popular is the so-called equipment mortgage, in 
which the relations of all parties involved are somewhat com- 
plex, and a description of which, therefore, will not be at- 
tempted here.’ A fourth kind of mortgage used in corporate 
financing is the so-called collateral trust mortgage, in which the 
security consists wholly of negotiable securities, usually the 
stocks and bonds of subsidiaries owned by the parent company.” 

Illustration of typical mortgage.—In order to emphasize 
more clearly the real nature of the mortgage, we shall exam- 
ine one in detail. The following is a reproduction of a simple 
real estate mortgage executed by an individual. In theory it 





1 For a more complete account of equipment securities see p. 166. 
2 See p. 170. 
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does not differ from the complex mortgage given to secure 


corporate bonds. 


Reproduction of Mortgage Instrument * 


Comments 


Parties. Notice that Brooks 
is .stated to be unmarried, 
since if he were married his 
wife’s name would have to 
appear as co-maker in order 
to make the mortgage pre- 
cede her dower right. 


Preamble or recitals. 


Granting Clause, including 


consideration. Notice the 
true consideration is con- 
tained in the recitals. The 


consideration here mentioned 
amounts to legal “camou- 
flage.” 


Description of the property 
mortgaged. 


Mortgage 
THIS INDENTURE, made this roth day of 
May, 1923, between Abner Brooks (unmarried), 
party of the first part, and hereafter designated 
the mortgagor, and Charles Dawson, party of 
the second part, hereinafter designated the mort- 
gagee. 


WHEREAS, the said mortgagor is, by virtue 
of a bond bearing even date herewith, justly 
indebted to the said mortgagee in the sum of 
$25,000 lawful money of the United States, se- 
cured to be paid on the roth day of May, 1925, 
together with the interest thereon, to be com- 
puted from the roth day of May, 1923, at the 
rate of 6 per cent per annum, and to be paid on 
the roth day of November next ensuing the date 
hereof and semi-annually thereafter. 


NOW THIS INDENTURE WITNESSETH, 
that the mortgagor, for the better securing the 
payment of the said sum of money mentioned 
in the said bond or obligation, with interest 
thereon, and also for and in consideration of 
the sum of ONE DOLLAR, to the mortgagor in 
hand paid by the mortgagee, the receipt whereof 
is hereby acknowledged, does hereby grant and 
release unto the mortgagee, and to his heirs 
and assigns forever, ALL that certain lot, piece, 
or parcel of land, with all the buildings and im- 
provements thereon made or erected, situate, 
lying and being in the Borough of Manhattan, 
City, County and State of New York, bounded 
and described as follows, to wit: 


BEGINNING at a certain point on the north 
side of Joffre Avenue distance one hundred feet 
east of that point known as the northeast corner 
formed by the intersection of Foch Street and 
Joffre Avenue, running thence (1) fifty feet due 
east on a line with the said Joffre Avenue; 
thence (2) one hundred feet due north on a 
line parallel with said Foch Street; thence (3) 
fifty feet due west on a line parallel with said 
Joffre Avenue; thence (4) one hundred feet 
due south on a line-parallel with said Foch 
Street to the place beginning. 





*Gerstenberg, C. W., “Financial Organization and Management,” pp. 
Prentice-Hall, Inc., 70 Fifth Ave., New York. 


174-179, 1925, 
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Habendum clause _ states 
the quantity of the estate 
conveyed. Notice that if the 
instrument closed here, the 
mortgagee would get the fee, 
that is the absolute title. 


Defeasance clause states 
conditions under which con- 
veyance granted in former 
paragraphs will be defeated. 


Covenants. The following 
covenants are not necessary 
to a complete mortgage. 
Some are almost always in- 
cluded, others usually are in- 
cluded. They are agree- 
ments by the mortgagor, who 
retains actual possession of 
the property, better to pro- 
tect the mortgagee. 


Covenant conferring right 
to sell. This covenant is, 
under the laws of most 
States, unnecessary. 


Covenant to insure and re- 
pair. 
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TOGETHER with all fixtures and articles 
attached to or used in connection with said 
premises, all of which are declared to be coy- 
ered by this mortgage; together with the appur- 
tenances, and all the estate and rights of the 
party of the first part in and to said premises. 


TO HAVE AND TO HOLD the above- 
granted premises unto the said mortgagee, his 
heirs and assigns forever. 


PROVIDED ALWAYS that if the said mort- 
gagor, or the heirs, executives, administrators, 
or the personal representatives, successors or 
assigns of the said mortgagor, pay the said sum 
of money mentioned in the said bond or obliga- 
tion, and the interest thereon, at the time and in 
the manner mentioned in the said bond or obli- 
gation, then these presents and the estate hereby 
granted, shall cease, determine and be void. 


AND the said mortgagor covenants with the 
mortgagee as follows: 


FIRST—That the mortgagor will pay the in- 
debtedness as hereinbefore provided, and, if de- 
fault be made in the payment of any part 
thereof, the mortgagee shall have power to 
sell the premises herein described according to 
law. Said premises may be sold in one parcel, 
any provision of the law to the contrary not- 
withstanding. 


SECOND—That the mortgagor will keep the 
buildings on the said premises insured against 
loss by fire for the benefit of the mortgagee. 
And should the mortgagee, by reason of any 
such insurance against loss by fire, as aforesaid, 
receive any sum or sums of money for any dam- 
age by fire to the said building or buildings, 
such amount may be retained and applied by 
said mortgagee toward payment of the amount 
hereby secured, or the same may be paid over 
either wholly or in part to the said mortgagor, 
or the heirs, successors or assigns of the mort- 
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tax clause. 
“ac- 


Interest and 
This covenant serves to 


celerate the maturity” if 
taxes or interest are not 
paid. 


Covenants of “general 
warranty” and “further as- 


surance.” 


Right of entry. 


Receiver. 


The right conferred by 
this covenant is termed “the 
right of subrogation.” 
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gagor, to enable said mortgagor to repair said 
buildings or to erect new buildings in their 
place, or for any other purpose or object satis- 
factory to the said mortgagee, without affecting 
the lien of this mortgage for the full amount 
secured hereby before such damage by fire, or 
such payment ever took place. 


THIRD—And it is hereby expressly agreed 
that the whole of said principal sum, or so much 
thereof as may remain unpaid, shall become due 
at the option of the mortgagee after default in 
the payment of any tax, assessment or water 
rate for sixty days after notice and demand, or 
in case of the actual or threatened demolition or 
removal of any building erected upon the said 
premises, anything herein contained to the con- 
trary notwithstanding. 


FOURTH—That the mortgagor will execute 
any further necessary assurance of the title to 
said premises and will forever warrant said 
title. 


FIFTH—That if default shall be made in the 
payment of the principal sum mentioned in the 
said bond, or of any installment thereof, or of 
the interest which shall accrue thereon, or of 
any part of either, at the respective times therein 
specified for the payment thereof, the mortgagee 
shall have the right forthwith, after any such 
default, to enter upon and take possession of the 
said mortgaged premises, and to let the said 
premises, and receive ihe rents, issues, and 
profits thereof, and to apply the same after pay- 
ment of all necessary charges and expenses, on 
account of the amount hereby secured, and said 
rents and profits are in the event of any such 
default hereby assigned to the mortgagee. 


SIXTH—And the mortgagee shall also be at 
liberty immediately after any such default, upon 
proceedings being commenced for the fore- 
closure of this mortgage, to apply for the ap- 
pointment of a receiver of the rents and profits 
of the said premises without notice, and the 
mortgagee shall be entitled to the appointment 
of such a receiver as a matter of right, without 
consideration of the value of the mortgaged 
premises as security for the amount due the 
mortgagee, or the solvency of any person or 
persons liable for the payment of such amounts. 


SEVENTH—And the mortgagor does further 
covenant and agree that, in default of the pay- 
ment of any taxes, charges, and assessments 
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So-called Brundage clause. 
Inserted in mortgage princi- 
pally to permit mortgagee to 
raise the rate of interest 
equal in amount to any taxes 
that State may impose on the 
mortgagee in respect to the 
mortgage. 


Covenant to give estoppel 
certificate, which, if the 
mortgagee wishes to sell the 
mortgage, will be demanded 
by the purchaser of the mort- 


gage. 


Acceleration of maturity 
on account of violation of 
municipal ordinances. 
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which may be imposed by law upon the said 
mortgaged premises, or any part thereof, it shall 
and may be lawful for the said mortgagee, with- 
out notice to or demand from the mortgagor, to 
pay the amount of any such tax, charge, or 
assessment, and any amount so paid the mort- 
gagor covenants and agrees to repay to the 
mortgagee, with interest thereon, without notice 
or demand, and the same shall be a lien on the 
said premises, and be secured by the said bond 
and by these presents and the whole amount 
thereby secured, if not then due, shall thereupon, 
if the mortgagee so elect, become due and pay- 
able forthwith, anything herein to the contrary 
notwithstanding. 


EIGHTH —It is hereby further agreed by the 
parties hereto that, if at any time before said 
bond is paid, any law be enacted changing the 
law in relation to taxation so as to affect this 
mortgage or the debt thereby secured, or the 
owner or holder thereof, in respect thereto, then 
said bond and this mortgage shall become due 
and payable at the expiration of thirty days 
after written notice requiring the payment of 
the mortgage debt shall have been given to the 
owner of the mortgaged premises, anything 
herein contained to the contrary notwithstand- 
ing. 


NINTH—The mortgagor, or any subsequent 
owner of the premises described herein, shall, 
upon request, made either personally or by reg- 
istered mail, certify, in writing, to the mortgagee 
or any proposed assignee of this mortgage, the 
amount of principal and interest that may be 
due on this mortgage, and whether or not there 
are any offsets or defenses to the same, and 
upon the failure to furnish such certificate after 
the expiration of six days in case the request is 
made personally, or after the expiration of 
thirty days after the mailing of such request in 
case the request is made by mail, this mortgage 
shall become due at the option of the holder 
thereof, anything herein contained to the con- 
trary notwithstanding. 


TENTH—It is expressly understood and 
agreed that the whole of said principal sum and 
the interest shall become due at the option of 
the mortgagee, upon failure of any owner of 
the above described premises to comply with any 
requirement of any department of the City of 
New York, within six months after notice in 
writing of such requirements shall have been 
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given to the then owner of said premises by the 
mortgagee, anything herein contained to the 
contrary notwithstanding. 


Covenant as to communi- ELEVENTH—Every provision for notice and 
cations. demand or request contained herein shall be 
deemed fulfilled by written notice and demand 
or request personally served on one or more of 
the persons who shall at the time hold the 
record title to the premises, or on their heirs or 
successors, or by registered mail directed to such 
person or persons or their heirs or successors, at 
his, their or its address to the mortgagee last 
known. 


IN WITNESS WHEREOF, the said mortgagor hath signed and sealed this 
instrument the day and year first above written. 
ABNER Brooks (Seal) 
Signed, sealed and delivered 
in the presence of 
Edward Frothingham 
George Hamilton 


State of New York \ a 
County of New York ‘ 


On this roth day of May, 1923, before me personally came Abner Brooks, to 
me known and known to me to be the person described in and who executed the 
foregoing instrument, and he duly acknowledged to me that he executed the said 
instrument for the purposes therein contained. 


IsAAc JOHNSON, 
Notary Public No. roor, 
County of New York, 
(Notarial Seal) State of New York. 


Operation and purpose of mortgage.—Under the common 
law the real estate mortgage printed above operated just as 
it read, as a transfer of the legal title of the property. The 
mortgagee then had the legal title which the mortgagor could 
get back upon the payment of the loan. This right to get 
back the legal title is called the equity of redemption. 

If the day comes around for the repayment of the loan, 
and the money is not forthcoming, the mortgagee may begin 
foreclosure proceedings. The common law proceedings are 
now sometimes called “strict foreclosure” to indicate that their 
purpose is to foreclose to prevent the mortgagor in the future 
from claiming the right to redeem. These foreclosure pro- 
ceedings in effect vest the equitable as well as the legal title 
in the mortgagee. Under modern statutes foreclosure pro- 
ceedings usually take the form of what is known as “‘fore- 
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closure and sale.’ An action is brought, the purpose of which 
is to get a decree from an equity court directing the sale of 
the property for the benefit of the mortgagee. If a first 
mortgage is being thus foreclosed, the property sold is really 
the interest of the mortgagor, as well as the interest of the 
second mortgagee, if there be one, and of all persons getting 
interests in the property subsequent to the recording of the 
first mortgage. Thus, if a second mortgage is being fore- 
closed, the owner, the third, and subsequent mortgagees are 
made parties to the action, since it is their interests which are 
being sold. The purchaser at the foreclosure sale would take 
the property subject to the first mortgage and subject to taxes, 
but clear of the other liens. 

Under very modern statutes, as, for example, in New York, 
mortgages are worded, not as a conveyance, but as a lien, and 
the only kind of action to be brought is a foreclosure of the 
lien. The general effect is the same as foreclosure and sale. 

Illustration of principles——The principles contained in the 
foregoing paragraphs are so important that it seems advisable 
to clarify them with an illustration. Thus, we may assume that 
4, the owner of property reasonably worth $100,000, mort- 
gages it to B for $60,000, and then to C for $20,000, and then 
to D for $15,000. B will be said to have a first mortgage, Ca 
second mortgage, and D a third mortgage. What really hap- 
pened is this: 4 has turned over his legal title to B, and has 
retained an equitable right, called the equity of redemption, 
that is, the right to get back what he has transferred upon 
giving back to B the amount B has loaned. When 4 gives 
the second mortgage to C he really turns over to him the 
equity behind B’s mortgage and takes another equity of re- 
demption. ‘This second equity of redemption is the right to 
redeem the first equity of redemption. And the same process 
takes place with the third mortgage.* 

We can now bring out the relationship in still more detail 
by assuming that a mortgage is foreclosed. If the interest on 
the third mortgage is not paid, it will be foreclosed, and the 





3 The word “equity” is often used in two senses: first, as an abbreviation of 
“equity of redemption,” in which case it may be defined as a legal right; and, 
second, as the value of that right. In the above example 4 had an equity of 
$40,000 after giving the first mortgage, an equity of $20,000 after giving the 
second mortgage, and an equity of $5,000 only after giving the third mortgage. 
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purchaser at the foreclosure sale will buy the equity which the 
owner had, plus the third mortgagee’s interest in the property 
(subject to the first and second mortgages). Nominally, this 
was worth $20,000. Let us suppose the sale brought $12,000 
and was made to X. What would X get? He would get the 
property encumbered with the mortgages to B and C. Since 
D’s mortgage was for $15,000, D would not be paid in full 
out of the sale and would look to 4 personally for the defi- 
ciency. If A had sold the property to W before the fore- 
closure, and W” had assumed all the mortgages, D would col- 
lect the deficiency judgment from V.* 

Now, let us suppose the facts as they were originally, but 
that the interest on B’s mortgage is not paid. Let us sup- 
pose that B forecloses. He would bring his action against 4, 
the owner, and against C and D, the subsequent mortgagees. 
The property now would be sold to a purchaser who would 
get it free from all encumbrances. If X bought it and paid only 
$50,000 for it, B would get the entire $50,000. (We omit 
for the sake of simplicity the cost of the foreclosure proceed- 
ings, though, in fact, they are first to be paid from the pro- 
ceeds of the sale.) B would also have a deficiency judgment 
against 4 for $10,000, since 4’s personal debt on his bond is 
in fact $60,000, of which only $50,000 was paid by the fore- 
closure sale. C and D as well could hold 4 personally for 
the amounts of the mortgages they hold, if accompanied by a 
properly executed bond or note.° 

If X, instead of paying $50,000, had paid $70,000, this 
latter sum would go, $60,000 to B and $10,000 to C. If X 
had paid $85,000, this sum would go, $60,000 to B, $20,000 to 
C, and $5,000 to D. If, by any chance, the property sold for 
$97,000, the sums paid would be $60,000 to B, $20,000 to C, 
$15,000 to D, and $2,000 to 4. 

Corporate mortgages.—In the case of real estate mort- 
gages the mortgagor gives the mortgagee two instruments: the 
mortgage as described, and a bond or a note. ‘The latter in- 
strument evidences the personal obligation of the debtor to 
repay the loan, whereas the mortgage gives evidence that the 





4W would not be personally liable for deficiency judgments if he took the 
property “subject to” the mortgages and not “assuming” them. 

5 See Lilly, William, “Individual and Corporation Mortgages,” p. 70, 1918, 
Doubleday, Page & Co., Garden City, Long Island. 
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obligation rests on the property.° ‘Thus, in the preceding sec-’ 
tion, where we assumed that the interests of C and D were 
wiped out by foreclosure, 4 would still be liable to C and D 
on the personal obligation expressed in the notes or bonds 
that accompanied the mortgages. 

The essential difference between an individual mortgage 
and a corporate mortgage is in the matter of detail. Whereas 
the former instrument is usually only four or five pages long, 
corporate mortgages, covering as they do complex assets and 
an intricate organization of earning power, are generally very 
long. As an example, the mortgage securing a $50,000,000 
issue of Great Northern Railway bonds contains 50,000 
words and has the appearance of a formidable book.’ It 
would seem for these reasons alone that the corporation 
would not care to issue mortgages to each of its bondholders, 
numbering, perhaps, in the tens of thousands. But there is 
really a more vital reason why the mortgagor company does 
not issue a mortgage direct to each of its mortgagees, that is, 
to each of its bondholders: while it makes many agree- 
ments in the mortgage to protect these bondholders, 
it prefers not. to deal with each one separately, for 
each, separately, might place a different interpretation on 
the agreements, and chaos would be the result of negotiations 
in respect thereto. For these several reasons, then, the gen- 
eral corporate mortgage is made out to a trustee or trustees, 
who represent all the bondholders, however that body may 
be constituted at any time. These instruments thus made in 
favor of trustees are sometimes called corporate deeds of 
trust. It should be noticed, however, that, while every cor- 








6 If the mortgagor sells the property subject to the mortgage, the mortgagor 
will still remain primarily liable, but of course the purchaser, that is, the new 
owner, would get the benefit of the payment of the mortgage and ordinarily 
would pay the mortgage on the due date. If he did not pay it and the mort- 
gage were foreclosed, the original mortgagor would be liable for any deficiency 
in case the proceeds of the foreclosure sale were insufficient to pay the fore- 
closure costs plus the amount of the mortgage with unpaid interest. Where 
the purchaser of the property takes it assuming the mortgage, not only his 
property, but he, himself, becomes liable for the debt. 

7It would, of course, be impractical to reproduce such an instrument here. 
The student is referred to “Materials of Corporation Finance” (2d ed.), pp. 
183-254, by Gerstenberg, C. W. (Prentice-Hall, Inc., 70 Fifth Ave., New York), 
for a complete reproduction of the mortgage securing Jones & McLaughlin 5 
per cent bonds. 
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‘porate mortgage is a deed of trust, not every deed of trust 
is a mortgage. When a corporation issues unsecured 
bonds, or debentures,’ as they are called, it usually 
makes various promises in respect to the way its business shall 
be conducted, and these agreements are contained in an in- 
denture to one or more trustees for the benefit of all the 
bondholders.’ 

Trustee.—Under the early corporate mortgages it was quite 
customary to appoint one or two individuals as trustees; later 
it became customary to appoint a trust company, in order to 
avoid difficulties arising from the limited life of a natural per- 
son. But, since large corporations are likely to have property 
in various states, and since a trust company—a corporation— 
may have difficulty i in protecting property in jurisdictions out- 
side the state of its organization, it is customary to appoint 
two trustees, one a trust company and the other an American 
citizen.*° Frequently the mortgage provides for limitations 
on the powers of the individual, such as that the custody of 
pledged securities shall rest in the trust company solely. 

Position of trustee.——The trustee is supposed to protect the 
bondholders, and, therefore, desires to get ample power in 
the corporate mortgage to carry out this protection without 
assuming too much responsibilty. The fee of the trustee, ‘‘for 
services prior to defaults, is merely a reasonable sum to cover 
the value of supervision and clerical work in connection with 
the issue of bonds.” ** The duties and responsibilities of the 
trustees are carefully prescribed in the mortgage and a long 
line of decisions is kept in mind when the legal drafters of the 
mortgage phrase the clauses pertaining to the trustees. 

Functions of trustee-—The trustee, among other duties, is 
responsible for authentication of bonds issued. This consists 





8In America, debentures are a species of bond, namely, an unsecured bond, 
or one that is not protected by the lien of a mortgage on property. In England 
the term “debenture” is used to refer to the whole class of bonds; in other 
words, Englishmen speak of debentures where Americans speak of bonds. 

®See Gerstenberg, C. W., “Materials of Corporation Finance” (2d ed.), pp. 
291-298, Prentice-Hall, Inc., 70 Fifth Ave., New York. 

10 If the position of the individual trustee becomes vacant, the corporate trustee 
is usually given power to appoint his successor. Indeed, the individual trustee 
is usually an officer of the company of the corporate trustee. 

11 Stetson, Francis Lynde, et al., “Some Legal Phases of Corporate Financing,” 
p. 52, 1917, Macmillan Co., New York. 
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simply in signing a certificate, usually found on the outside 
panel of the bond and reading as follows: 


This bond is one of the bonds described in the within mentioned 
mortgage and deed of trust. 


BLANK TRUST COMPANY, 
By 
Trust OFFICER. 


By requiring the proper authentication of all bonds in this way, 
Overissue is guarded against as well as wrongful issue by 
ofhcers of the corporation. 

In the case of large blanket mortgages, where stocks and 
bonds of subsidiaries are pledged as collateral, actual transfer 
of such securities is made to the trustee. Not only is posses- 
sion transferred, but title as well. The trustee, therefore, 
becomes the legal owner of the securities on the company’s 
books. Customarily income and voting control is reserved by 
-the parent company so long as dividends are not in default. 
In carefully drawn mortgages the trustee is given the power 
to provide against any impairment of the value of pledged 
securities. 

The corporation, in the corporate mortgage, not only 
promises to pay interest and principal when due, but agrees 
also to do many other things. It agrees to keep the pledged 
property in a proper state of repair, to pay all taxes when 
due, and to keep the property insured. ‘There may also be 
a variety of other provisions, as we shall see, pertaining to 
sinking fund provisions, the issue of further bonds, the main- 
tenance of a proper cash position, and so on. In respect to 
all obligations in the mortgage, the duty of the company is 
to be responsible, as it were, primarily, to the trustee. This 
arrangement makes the company responsible to but one person, 
and mortgages usually provide that all steps taken for the 
enforcement of any of the terms of the mortgage must first 
be taken by the trustee. In order to safeguard the bond- 
holders where the trustee may be negligent or derelict, a 
clause is usually inserted to the effect that a certain percentage 
of those interested, say, 10 per cent, may demand in writing 
that the trustee take legal steps actively to protect the bond- 
holders’ interests in respect to some alleged default. If this 


154 INVESTMENT PRINCIPLES AND PRACTICES 


demand is accompanied by a proper tender of fees to cover 
the costs that the legal action may entail, and if the trustee 
refuses to act, the bondholders then may proceed in their own 
names. Ordinarily, of course, the tangle would be straightened 
out immediately in an equity court by the appointment of a 
receiver. 

Rights of trustee to protect mortgaged property.—The 
trustee is generally g given power to protect the mortgaged 
property, that is, to see that the company pays its taxes, pays 
the interest on underlying bonds, and keeps its property 
insured. If any one of these obligations is neglected the 
trustee may perform it and will have a lien on the property 
for any moneys disbursed. The trustee is also given the right 
to release certain property from the lien of the mortgage; suit- 
able provision, however, being made that adequate value is 
placed under the lien of the mortgage to take the place of 
the released property. The company also covenants in the 
mortgage to maintain the value of the mortgaged estate. For 
a breach of this, or any other covenant, the trustee may declare 
the principal due, and, if not paid, may begin suit for fore- 
closure of the mortgage. 

Covenants of the mortgagor company.—We have noted 
some of the covenants which a corporation undertakes in 
a general corporate mortgage. Other usual covenants may 
now briefly engage our attention. 

First, there is the usual covenant to pay the principal and 
the interest without deduction for taxes. When a mortgage 
contains this covenant, the bonds issued under it are said to 
be “tax free” or “tax exempt,” though this latter term should 
be reserved for such bonds as those issued by public corpora- 
tions, which are exempt from taxation under the law. Or- 
dinarily, the wording of the covenant, together with the word- 
ing of the law and the regulations of the government, do not 
make these bonds wholly free from taxation, but free up to 
a certain percentage of the interest only, which percentage the 
company agrees to pay to the government for the bondholders. 
The bondholder, of course, pays the rest of the tax himself. 

The company agrees that it will not consent to an extension 
for the payment of any interest, since such an arrangement 
would increase the amount of the mortgage debt by an amount 
equivalent to the deferred interest. 
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The company usually agrees to comply with the rules neces- 
sary to make the bonds listable on the stock exchange. 

The company usually agrees to record the mortgage 
wherever it is necessary to record it, in order to bring the 
company’s property under the lien of the mortgage. 

Frequently the company will covenant not to pay dividends 
unless its assets are so abundant, both fixed and liquid, that 
there is little danger of the company’s subsequent failure. In 
the Jones & Laughlin Steel Co. mortgage, for example, will 
be found the following provisions: 


The company covenants and agrees that the surplus of quick assets 
over the liabilities of the Company other than the outstanding bonds 
issued under this indenture shall always equal at least $8,000,000 so 
long as the said outstanding bonds shall equal or exceed $8,000,000, 
and covenants and agrees that said surplus of quick assets over liabilities 
shall always equal the amount of bonds outstanding so long as the face 
amount of the bonds outstanding shall be less than $8,000,000. By 
the phrase “quick assets” is meant cash in banks, on hand and in transit, 
‘good accounts and short-time bills and notes or similar securities received 
on the sale of products; raw material, material in process of being 
manufactured, manufactured products and supplies (it being understood 
that all material, manufactures and supplies shall be figured at the 
market value thereof at the time of the valuation thereof hereunder). 
It is expressly understood and agreed that in the term “raw material” 
no ore, coal or limestone shall be included except such as has actually 
been mined or quarried and is then on the surface at the mines or at 
the quarries, available for shipment, or in transit, or at docks or at 
works, and in no case is raw material to be held to include unmined 
minerals. "The Company further covenants and agrees that the net 
assets of the Company are and shall always be at least $25,000,000 in 
excess of the par value of the present capital stock of the Company, such 
par value of the present capital stock of the Company being $30,000,000. 


The last sentence in the above paragraph means in sub- 
stance that the company covenants and agrees to maintain a 
surplus of $25,000,000. 

The effect is to limit dividends. Sometimes the same result 
is obtained by providing that dividends may not be paid out 
of previously accumulated profits and that thereafter a certain 
proportion of the property must be turned into an improve- 
ment fund. The mortgage securing the First and Refunding 
5’s of 1930, of the Pacific Light and Power Company, pro- 
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vides for such a fund running from 1 to 3 per cent of the 
amount of bonds outstanding.”? 

Other covenants pertain to the manner in which provision shall 
be made for retiring the bonas at maturity. For example, there 
may be a provision that a specified sum shall be put into a 
sinking fund annually out of earnings, in order to provide for 
retiring the whole issue at maturity; or a certain amount of 
the bonds may come due annually, thus effecting a gradual 
reduction in the total obligation under the mortgage each 
year. 

Senior mortgages, closed and open end.—A bond may be 
secured by a senior, or first, mortgage on the corporate prop- 
erty, or it may be secured by a second or third mortgage 
thereon. In fact, the bond may be secured by a first mortgage 
on some property and a second or third mortgage on other © 
assets of the corporation. 

The simplest type of mortgage bond is undoubtedly the 
bond secured by a closed first mortgage on all the fixed assets 
of the corporation. Frequently mortgages of this type further 
specify that all property subsequently acquired shall be 
included as additional security for the bonds. Such a clause 
is known as the “‘after-acquired clause.” The First Mortgage 
Gold 4’s of the Hartford City Gas Light Company, as an 
example, are secured by a first lien ‘‘on the entire property 
of the company now owned, or hereafter acquired.” Further- 
more, the issue is limited to $1,000,000. From the point of 
view of their contract provisions, such bonds are undoubtedly 
favorable to the investor.” 

Open end mortgages, analysis of —The closed first mort- 
gage issue, however desirable it may at first appear to the 
investor, frequently proves burdensome to the issuing corpora- 
tion. When expansion takes place and subsequent borrowing 
is necessary the company is able to issue only debenture or 
junior mortgage bonds so long as the closed first mortgage 
is in the way. The recent tendency in corporate financing, 
therefore, has been to issue what is known as open end mort- 





12 See Gerstenberg, C. W., “Materials of Corporation Finance” (2d ed.), 
p. 163, Prentice-Hall, Inc., 70 Fifth Ave., New York. ~~ 

13 Sinking fund and serial bonds are discussed at greater length on p. 184. 

14 Some trust mortgages may be more specific than others as to precisely what 
shall or shall not go under the old mortgage. 
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gage bonds. In such cases, there is cither no limit to the 
amount of bonds that may be issued under the indenture, or 
else the authorized amount is placed far in excess of current 
needs. In either case, however, there are definite restrictions 
placed on the issue of subsequent bonds under the mortgage. 

In the case of the Cleveland Electric Illuminating First 
Mortgage Gold 5’s, for example, the authorized amount under 
the indenture is $30,000,000; but any bonds issued beyond the 
first $5,000,000 must be limited to 80 per cent of the amount 
expended for additional equipment or property, and no bonds 
beyond the first $5,000,000 shall be issued at any time unless 
the net earnings for the preceding year shall be equal to at 
least twice the interest charge for one year on all bonds out- 
standing and those immediately to be issued. 

A somewhat more specific clause is found in the case of the 
Milwaukee Electric Railway Refunding and First Gold 5’s, 
due in 1931. Additional bonds under this indenture may be 
issued at par only to refund a like amount of underlying bonds, 
or bonds issued under this mortgage; and for 80 per cent of 
the cost of additions and improvements, when net earnings 
available for interest, depreciation, reserves in twelve of the 
fifteen months preceding have equaled at least twice the annual 
interest charges on all bonds of this and of all underlying issues 
which will be outstanding after the proposed issue, or have 
amounted to at least 12 per cent of the aggregate par value 
ot such bonds. 

Open end issues, how secured.—The ‘‘open end”’ issue thus 
differs from the “closed” mortgage, in that additional bonds 
may be issued from time to time under the same mortgage, 
provided the value of new property acquired exceeds, by a 
specified margin, the new bonds to be issued, and provided, 
further, that earnings for a stated period have exceeded, by 
a specified margin, interest charges on both the old bonds and 
those about to be issued.** 





15 The following example will assist the student in understanding more pre- 
cisely how such provisions actually work out in practice. 

Assume that the X corporation has $5,000,000, 6 per cent, first mortgage 
bonds outstanding on January 1, 1926. The indenture under which these bonds 
were issued provides that new bonds may be sold up to 75 per cent of the 
cost of new property acquired, provided, previous earnings equaled 134 times 
‘interest charges on old bonds and those about to be issued. 

The company, during the year 1926, acquires property at a cost of $1,500,000, 
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If the provisions of the open end mortgage are properly 
drawn, adequate security may be furnished the bondholders 
and a satisfactory basis laid down for financing subsequent 
expansion in corporate activities. Thus, if a company had a 
plant worth, say, $1,000,000, and had issued, under an open 
end mortgage, bonds for $600,000, there would be an equity 
back of these bonds equal to 40 per cent of the value of the 
property. If, now, without adding to the property, more 
bonds are issued, the equity will be ‘thinned down.” On the 
other hand, if the company retains its earnings instead of 
passing them out as dividends to its stockholders, and 
increases the value of its property to $1,200,000, a new 
issue of bonds secured by the same mortgage could be made 
without injuring the $600,000 of bonds, provided, of course, 
the same percentage of equity were established in the new 
property as existed in the old. In fact, $300,000 of new bonds 
might readily be offered for cash at par, without affecting the 
equity. An ideal situation for open end mortgages is found 
in the case of public service corporations. In such cases there 
are not only the provisions of the mortgage itself to prevent 
the issue of additional bonds, unless the company has in- 
creased its property and earning power, but there is also 
the public service commission with ample authority minutely 
to investigate proposed security issues. Indeed, it is the plain 
duty of a commission to see that new bonds under an open 
end mortgage are not issued unless the company has ample 
security in assets (that is, in liquidating power), and in income 
(that is, interest-paying power), for both the old and the new 
issues. For these reasons, the tendency in public utility financ- 
ing is toward the use of open end mortgages. 

Secured bonds, investment position of—First mortgage 
bonds, as a class, have the lowest risk of all corporate securi- 





Earnings available for charges for the twelve months ended December 31, 1926, 
are $550,000. (Present charges amount to $300,000, i.e., 6 per cent, on the 
$5,000,000 bonds outstanding.) It is apparent that either one of two limits, 
whichever is lower, will determine the amount of bonds the corporation may 
issue. Based on the property acquired, the company might issue $1,125,000 of 


$550,000 
1.75 


or $314,286. This capitalized at 6 per cent would give $5,238,100. Since there 


are $5,000,000 bonds already outstanding it is apparent that only $238,100 addi- ° 
tional bonds may be issued. 


bonds ($1,500,000 x .75). Total charges, however, must not exceed 


» 
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ties. Such bonds are purchased by investors who seek a 
minimum of risk and an interest return only, and who wish to 
free themselves so far as possible from all care and the 
burdens of management. ‘This class of security is character- 
ized by a constant income and moderate fluctuations in market 
prices, which are attributable mainly to changes in the money 
market. They are strictly credit instruments and, quite 
naturally, therefore, will move in sympathy with money rates. 

Underlying, or first mortgage, bonds are the last of a cor- 
poration’s outstanding securities to be adversely affected by 
shrinkage in asset values or earning power and, therefore, 
offer the greatest elements of safety in the matter of both 
principal and income. Nevertheless, it is impossible, even 
when purchasing such bonds, entirely to neglect consideration 
of the value of the pledged assets and their earning power. 

First mortgage bonds, as a class, must be accorded a very high 
rating. Yet the investment position of a particular issue will 
depend on the earning power and economic value of the assets 
pledged as security. If the property pledged as security for 
a given issue has an earning capacity adequate to meet all 
interest charges and has a value in excess of the amount of 
bonds outstanding, then the bonds will be in a strong position. 
In fact, even though the general financial position of the 
obligor corporation is weak, such bonds may be perfectly 
sound. On the other hand, where the pledged property has 
doubtful value, or low earnings in relation to charges, it is 
the general credit position of the corporation itself that will 
determine the position of a given bond issue, as well as the 
security accorded by the mortgage. 

To illustrate this point we shall consider briefly two issues 
of the Chicago, Milwaukee & St. Paul Railroad, which passed 
into the hands of receivers, March 18, 1925. The General 
Mortgage Gold bonds of this company, of which there were 
four series outstanding, amounting in all to $146,917,000, were 
secured by a first lien on 6,258 miles of track, including many 
important divisions of the road. Another obligation of this 
road, secured by a first mortgage on 2,363 miles of track, 
consisted of $181,664,000 of Chicago, Milwaukee & Puget 
Sound Railway 1st Gold 4’s. Here we have two first mort- 
gage bonds of the same road. Any substantial difference in 
the market yield of these two issues, therefore, must be ac- 
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counted for largely on the basis of security. In 1925, the year 
in which receivers were appointed for the road, the general 
mortgage bonds averaged to sell at a yield of about 5.3 per 
cent, which was not far from the yield on which the bonds 
of roads in excellent financial condition were then selling. At 
the same time, the Puget Sound 4’s sold to net about 9 per 
cent. 

A further analysis of these bonds shows that the first issue 
amounted to about $23,500 per mile of pledged property and 
covered some rather important divisions of the road, while 
the Puget Sound 4’s amounted to $76,400 per mile of pledged 
track and were secured by the unprofitable Puget Sound 
Extension. 

The position of the better secured issue is further em- 
phasized by the fact that in the final plan of reorganization 
they were left undisturbed, while the Puget Sound 4’s were 
required to make substantial sacrifices. In fact, this latter issue 
was accorded precisely the same treatment as the debenture 
bonds of the road. Furthermore, the holders of the Puget 
Sound 4’s were required by the logic of the situation to accept 
the terms offered. The alternative course would have led the 
bondholders themselves to have acquired the pledged property 
through forclosure. But its demonstrated value and earning 
power clearly indicated the futility of this course. On the 
other hand, if the property had had adequate earnings and 
value, holders of the Puget Sound 4’s would have been offered 
more satisfactory terms in the reorganization to induce them 
not to foreclose. 

General, blanket, and consolidated mortgage bonds.—The 
ordinary development of corporations, particularly in the 
public utility and railroad field, is accompanied by the pur- 
chase, merger, stock control, or lease of various subsidiary 
companies. When the parent company or the holding com- 
pany undertakes financing it is often necessary to reckon with 
the underlying securities outstanding against the various 
acquired companies. Where there are already underlying 
mortgages on the properties of acquired companies, these are 
often left undisturbed, and general, blanket, or consolidated 
mortgages are issued against the consolidated properties sub- 
ject to underlying bonds. 

The following group of diagrams will serve to illustrate a 
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typical situation. Let us assume that three co BL lisp 
and 3, were organized in the same line of business at dine rent 


Fig. 8.—Methods by Whi cane e Mor pieeecs s Are Imposed on Con 
Saat 


Ge 


zation and Management,”* p. 185, 192. 
, New York, 





Fifth Av 
times, and, in the course Ee wth, pe ed mortgages 4, B, 
and C upon their respective properties, and that they then con- 
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solidated into company 4, the consolidated properties being 
valued at somewhat in excess of the separate values of the 
three companies. Later, company 4 placed mortgage D on 
its property. Then corporation 6 was organized as a con- 
solidation of company 4 and company 5. The latter company 
had no mortgage on its property. Company 6 then placed 
mortgage E on its properties. 

Company 4 would probably call the D mortgage a first con- 
solidated mortgage because, although it was not a first mort- 
gage on the property, it was the first mortgage which the 
consolidated company put on its consolidated property. Mort- 
gage FE, of company 6, would probably be called a first and 
consolidated mortgage. It actually has a first lien on part of 
the property, that which was brought into the company by 
company 5. In company 6, mortgages 4, B, and C would be 
called underlying mortgages. Mortgage D is junior to mort- 
gages A, B, and C, and, to a certain extent, senior to mortgage 
E. Because EF has a direct lien on a part of the property— 
probably an important part of the whole company—it would 
hardly be called a junior mortgage. The term “general” 
would be more appropriate and would be more frequently 
used. The term “blanket mortgage” is sometimes used for 
such a mortgage as E, and indicates a mortgage on all of a 
company’s property, owned at the time or thereafter acquired. 

Prior lien bonds.—The term “prior lien,” when attached 
to a bond, is apt to be confusing. Properly conceived, prior 
lien bonds are secured by an underlying or first lien on certain 
assets of the corporation. They differ from first mortgage 
bonds, in that they are issued during times of financial stress 
and by mutual agreement among the old bondholders whose 
claims are superseded by the prior lien bond or who deposit 
their old bonds in return for new prior lien bonds. Thus, 
where the bondholders consent, a new mortgage may be placed 
on the property prior in lien to all other mortgages, or with 
the consent of the junior bondholders, prior to the junior mort- 
gages. Prior lien bonds are rare, because it is difficult to get 
the consent of bondholders having claims under old mortgages 
to submit to the creation of a prior lien issue.*® 





16Tn 1922 the Missouri-Kansas-Texas Railroad Company succeeded the old 
M.-K.-T, Railway Company through reorganization. The new company was 
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General mortgage bonds. —There are many different types 
of bonds to which the term “mortgage” is afhxed, but which 
are not first mortgage bonds in the full sense of the word. 
Here we refer to various issues, such as first and refunding 
bonds, general mortgage bonds, and consolidated mortgage 
bonds. Even this list does not cover the many issues which 
purport to be first mortgage bonds, and which may be first 
mortgage bonds only within a very restricted meaning of the 
word. Generally speaking, such bonds are a first mortgage 
on only a part, possibly an insignificant part, of the company’s 
assets, and are supported by junior liens on the balance. 

First and refunding bonds.—As the name implies, a first 
and refunding issue constitutes a first mortgage on some of the 
assets of the company, while the main purpose of the issue is 
to provide for retiring other bonds of the corporation as they 
become due, or as they may be called. In order to show the 
miscellaneous security which may actually be pledged to secure 
issues of this nature, let us consider briefly the Chicago, Rock 
Island & Pacific Railway First and Refunding Gold 4’s. In 
1925, $154,020, 000 of such bonds were outstanding. This 
entire issue is secured by a first or collateral lien on only 1,210 
miles of track, and is secured by a junior lien on some 6,000 
miles of track, subject to various underlying mortgages. It 
is true that the issue is further secured by the pledge of certain 
collateral in the form of first and consolidated mortgage 
bonds, amounting in all to $98,586,000, which represents a 
first lien on some property, but only a junior on the remainder. 
The total mileage on which these bonds at present constitute 
a first lien, however, is so small as to be of little real value 
to the bondholder, when the total amount of outstanding bonds 
is considered. 

Where the first and refunding issue is used solely to refund 
underlying bonds as they come due, and where the amount of 
the issue is increased only as refunding takes place, the refund- 





authorized to issue $250,000,000 prior lien bonds, which were secured by a first 
lien on 640.9 miles of track, on certain equipment, and by a collateral lien on 
other equipment. The prior lien bonds were also secured, either directly or 
through the pledge of first mortgage bonds and all outstanding stock on the 
balance of the property of the Missouri, Kansas & Texas Railway Company, 
subject to certain underlying bonds, which were to be retired. The new prior 
lien bonds were used in partial satisfaction of the claims of the underlying 
bondholders at the time of reorganization. 
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ing issue will eventually constitute a first mortgage on the 
entire properties of the corporation. On the other hand, where 
the underlying bonds are extended from time to time, or where 
the first and consolidated, or first and refunding (sometimes 
improvement), issue is increased for subsequent additions and 
extensions, perhaps already encumbered with first mortgages, 
the bond may be said to have risk elements worth con- 
sidering.” 

The first inquiry, therefore, in the case of a refunding mort- 
gage bond, pertains to the extent of the property on which 
the issue has a direct first lien. And, in cases where it appears 
that the bond enjoys a first lien on a relatively small part only 
of the entire assets of the company, more reliance should be 
placed on the financial condition of the issuing corporation 
than on the character of the bond, for, in cases where the bond 
is secured by a first mortgage on insignificant parts of the 
corporate property, the bondholder is in only a slightly better 
condition, if any, than is the unsecured bondholder. The 
financial condition of the corporation then becomes of para- 
mount importance.” 





17 To illustrate how a first and refunding issue may be subordinated by ex- 
tending underlying bonds we shall refer briefly to the First Mortgage Bonds of 
the Tacoma Gas & Electric Company, of which $416,000 were due May 1, 1915. 
There was also outstanding an issue of Tacoma Gas Company Refunding Mort- 
gage Bonds, due 1926, of which $416,000 had been reserved to retire the previous 
issue when due. When the first mortgage bonds came due, however, they were 
extended and not retired. In this way a first lien was maintained on the 
underlying property and the refunding issue was denied the position in respect 
to that particular property to which it was entitled. In order to prevent the 
recurrence of this situation it is necessary that special care be taken in drawing 
the provisions of the refunding mortgage. 

18 The refunding and improvement bonds of the New York Central rank high 
from a financial standpoint, but are not a desirable type of bond. They derive 
their security largely from the general financial condition of the road, since their 
contract provisions must be considered as very weak from the bondholder’s point 
of view. It is only because the road itself is so strong that they sell at the 
present low yield. 

Under the terms of this indenture, bonds may be issued up to three times the 
amount of capital stock of the company outstanding. Up to the first $500,000,000, 
there are no restrictions on the manner of issue; beyond $500,000,000, no addi- 
tional bonds shall be issued except to refund prior debt, unless such further 
issue is duly authorized by the stockholders, and then only up to 80 per cent 
of the cost of the work done or the property acquired. This issue is a lien, 
next to the lien of the N. Y. C. & H. R. R. consolidation mortgage, on a long 
list of properties, is secured by the deposit of some collateral, and a first lien on 


certain leasehold rights. It appears to have a first lien on less than 300 miles 
of road. 
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Junior mortgage bonds.—Second mortgage bonds, as the 
name indicates, are secured by a lien subordinate to that of 
the first mortgage. The same idea applies to the third mort- 
gage, and so on. The order of priority that applies to assets 
in case of liquidation likewise applies to the earnings of the 
company. The first mortgage bonds have a first claim on 
earnings up to the amount of their interest, after which interest 
is paid on the second mortgage issue, and so on. So long as 
earnings are sufficient to meet all interest charges, there is no 
essential difference between these various issues. When earn- 
ings decline and the solvency of the corporation is in question, 
then the position of the various mortgages becomes a matter 
of vital importance. Not only will the first mortgage issue 
be the last issue to default, but, in the process of reorganiza- 
tion, the first mortgage bonds will be called upon to make the 
least sacrifices. 

In determining the investment position of junior mortgage 
bonds, it is necessary to consider the value and the importance 
of the secured assets in relation to all claims outstanding, up 
to and including the issue under consideration. If the amount 
of first mortgage bonds is very small as compared with the 
value of the assets and the earnings, the second mortgage 
bonds may, indeed, be well secured. Similarly, a third mort- 
gage bond might be sufficiently well secured to warrant a high 
investment rating. ‘There are, in fact, five successive mort- 
gages on the property of the old New York and Erie Railroad, 
yet the total amount of all liens is so small in relation to the 
value and earnings of the pledged property that the junior 
bonds are, to all intents and purposes, as good as many straight 
first mortgage bonds. Instances of this nature, however, are 
the exception rather than the rule. 

Under certain conditions, it is possible for a second mort- 
gage to become, in fact, a first mortgage. Where there are 
two mortgages recorded on a given piece of property, a first 
and a second, the junior mortgage becomes a first mortgage 
when the original first is paid off. So long as the second mort- 
gage remains, no subsequent mortgage with an equal or prior 
claim can ever be put on the property, regardless of whether 
the original first has been retired. 

Divisional bonds.—Divisional bonds deserve some inde- 
pendent attention, although they differ but little, if any, from 
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underlying first mortgage bonds. This term was first used in 
referring to the first mortgage bonds secured by a section, or 
division, of a railroad’s property. At present, however, their 
counterpart is found in the public utility ficld. When a large 
holding company, such, for example, as the North American 
Company, or the Standard Gas & Electric Company, acquires 
subsidiary operating companies, the underlying bonds are fre- 
quently left undisturbed. If the holding company absorbs the 
old company through a purchase of all its stock, the old cor- 
poration may go out of existence. The underlying mortgage 
bonds of the operating company, in addition to being secured 
by a lien on the physical property as theretofore, are also 
assumed by the holding company.*® Such bonds frequently are 
of the highest grade, and sometimes sell at higher prices than 
do the general mortgage bonds of the parent company itself. 
Equipment obligations——Equipment obligations are like- 
wise secured by a pledge of specific assets, but have certain 
characteristics that require separate treatment. These obliga- 
tions may take any of several forms, but generally represent 
loans secured by a lien on a specific lot of rolling stock.*° 
Equipment securities may be said to fall into two main classes: 
equipment trust certificates, involving a lease; and equipment 
bonds, based on a first mortgage on equipment. Obligations 
of the first type are said to be issued under the Philadelphia 
plan; those of the second type, under the New York plan. 
We shall discuss in some detail both of these plans. 
Philadelphia plan——Under the Philadelphia plan the rail- 
road makes an initial payment on the purchase of a definite 
number of cars or locomotives. This it does by entering into 








19 The Union Electric Light & Power Company of Missouri absorbed the 
Missouri Edison Electric Company in September, 1903. The Missouri Edison 
Electric Company originally had outstanding $3,400,000 First Consolidated 5’s, 
due in 1927. Prior to 1903 these were secured by a closed first mortgage on 
the entire property, rights, and franchises of the company. Upon acquisition by 
the Union Electric Light & Power Company, these bonds were assumed by it, 
although still enjoying their old first mortgage lien. The Union Electric Light 
& Power Company is now controlled through stock ownership by the North 
American Edison Company. We might refer to the M. E. E. Co. First 5’s as 
underlying, or divisional, bonds of the parent company. 

20For an excellent short treatment of equipment obligations see Dewing, 
Arthur S., “Financial Policy of Corporations,” Vol. I, Chapter V, 1920, Ronald 
Press, New York. 
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a contract with a manufacturer, who agrees to build the cars 
in accordance with the road’s specifications. As soon as the 
cquipment is ready, an agreement is entered into with a third 
individual, known as a trustee, who acquires title to the 
property and leases it to the road. The trustee thus has title 
to the equipment, and, in order to finance such part of the 
purchase price as has not already been advanced by the road, 
it sells participation certificates based both on the security of 
the equipment and of the lease. Payments under the lease are 
so arranged that interest on all certificates outstanding can be 
met, and 4 certain amount of the principal retired each year. 
It is usually provided that the entire principal amount shall be 
retired within a brief period—from fifteen to twenty years. 
Upon receipt of the last payment, the lessor agrees to execute 
a bill of sale, giving title to the property to the road. 

The railroad, under the lease, further agrees to keep the 
equipment in a proper state of repair and insured at all times; 
to put name plates on all equipment leased, whereby it may be 
identified as belonging to the trustee, not to the road; and to 
assemble all the equipment covered by the lease at one point 
on the road and deliver it to the trustee, in case it defaults in 
any payments on the lease. 

The chief advantage accruing to the holders of such certifi- 
cates is that they are not required to go through all the 
formalities of foreclosure in case of default, in order to get 
possession of their security. This, coupled with the mere fact 
that the rolling stock of a road is vital to any sort of continuity 
of operation, puts the certificate holder in an impregnable posi- 
tion in case of default. Very rarely do the holders of such 
obligations suffer even the loss of current interest during 
receivership. 

A further element of safety is woven into securities of this 
type on account of the increasing equity created each year 
through the retirement of a part of the original issue. Under 
the Philadelphia plan the lease provides for an annual rental 
sufficient to meet interest requirements and to provide for retir- 
ing a part of the outstanding issue. The rate at which the 
issue is retired exceeds the rate at which the equipment is 
depreciating, so that each year the outstanding obligations are 
protected by a wider margin of equity. The same result may 
be attained under the New York plan, where the bonds them- 
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selves are issued to mature serially. The following diagram 
will serve to illustrate this point: 
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Fig. 9—Diagram Showing Increasing Equity behind Railroad Equip- 
ment Trust Certificates When Retired Serially. 


In this diagram the line AA’ represents each year the 
amount of obligations outstanding. It is assumed, in the con- 
struction of AA’, that an equal amount of bonds is retired 
each year, the entire issue being paid off by the end of the 
fifteenth year. The life of the equipment is placed at twenty- 
three years. The line BB’, representing the value of the equip- 
ment each year, is constructed on the assumption that an equal 
amount of depreciation takes place each year. In other words, 
BB? represents the value after computing depreciation on the 
so-called ‘straight line’ method. In practice, it is probable 
that a heavier depreciation takes place in earlier years than in 
later years, as represented by curve bb’. In either case, so 
long as the rate at which the obligations are retired exceeds 
the rate at which depreciation occurs, the margin of safety, 
represented by the distance between the two curves, increases. 
This is indicated by drawing lines OO* and PP" at the fourth 
and twelfth years, respectively. A cursory inspection indicates 
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a substantially wider margin of safety at the twelfth year. 
This principle of amortization is widely used in corporate and 
mortgage financing. Its efhcacy depends on a proper estimate 
of the rate at which the pledged assets depreciate, and the 
determination of a more rapid rate of amortization. 

New York plan.—Under the New York plan, as opposed 
to what has just been designated the Philadelphia plan, the 
road acquires immediate title to the rolling stock and deeds 
it back to the trustee under a mortgage agreement. Equip- 
ment bonds are then issued by the road, which participate in 
this mortgage in the same way that any mortgage bond par- 
ticipates in the deed of trust. In this case, the equipment bond 
is based on the credit of the issuing road, the equipment merely 
constituting additional security in the form of a pledge of 
property. [he equipment bond is, it is true, a very desirable 
type of investment from the standpoint of safety, but does not 
have all the features of certificates issued under the Philadel- 
phia plan. 

Equipment obligations, how rated.—As a class, equipment 
obligations constitute the safest kind of corporate security, and 
almost always sell at higher prices than the other bonds of 
the road. In fact, they rarely reflect, to the same extent as do 
other types of securities, the financial condition of the issuing 
road. The equipment obligations of weak roads, in fact, often 
sell at the same yields as the premier securities of other cor- 
porations. The following table, based on computations made 
by Professor Dewing, will serve to illustrate these points :” 
TABLE SHOWING YIELDS ON EQUIPMENT OBLIGATIONS AS COM- 


PARED WITH OTHER SECURITIES FOR SELECTED CLASSES 
OF RAILROADS 


Aver. Aver. Yield Aver. Yield 
Yield of of Premier of General 


Class of Road Equip. Oblig. Sec. Credit Sec. 
Class A Roads—Average 

(roads of very strong credit).... 4.137% 4.188% 4.536% 
Class B Roads 

(roads of medium credit) ....... 4.235% 4.613% 5.067% 
Class C Roads 

(roads“of poor credit) .......... 4.310% 4.614% 5.294% 
Class D Roads 

(roads in hands of receiver)..... 5.4770 5.83% * 


“Yield not computed, since securities were selling at prices governed by factors other 
than yield. 





21 Adapted from Dewing, Arthur S., “Financial Policy of Corporations,” Vol. 
I, p. 95, 1920, Ronald Press, New York. 
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Collateral trust bonds.—We have already described col- 
lateral trust bonds as bonds secured by a lien, not on physical 
assets, but on securities, either stocks or bonds, deposited with 
a trustee as collateral. This type of bond is becoming increas- 
ingly important, as holding companies continue their develop- 
ment in the public utility field, although the use of collateral 
bonds is by no means confined to public utility financing. In 
fact, they were first used on a large scale by the railroads, in 
order to combine into a single issue of marketable size a 
variety of underlying bonds. 

Independent collateral as security—lIn analyzing the in- 
vestment merit of collateral trust issues, we must inquire 
regarding both the credit of the issuing corporation and the 
value of the pledged collateral. The strongest type of col- 
lateral trust bond would be one whose collateral securities 
possess a market quite independent of the fact that they are 
deposited as collateral or are connected in any way with the 
issuing corporation. An excellent example of a bond of this 
type is found in the Collateral Trust 4’s, due 1948, of the 
Adams Express Company. In December, 1926, there were 
$5,793,500 of these bonds outstanding, secured by a pledge 
of bonds with a value of $12,396,197. Aside from about 
$6,206,500 of Adams Express 4’s, the collateral consisted of 
railroad bonds, many of them first mortgage bonds of very 
high grade. Practically all of the securites pledged enjoy a 
wide independent market. 

The Electrical Securities Corporation, which is a subsidiary 
of the General Electric Company, had outstanding at the close 
of the year 1926 22 series of collateral trust bonds, which 
were secured by the pledge of public utility bonds for the most 
part. An examination of the collateral behind these issues 
also indicates that it is of high grade and easily marketable. 

Stocks and bonds of subsidiary companies as security.— — 
Somewhat less desirable as a class are collateral trust bonds 
secured by a deposit of the securities of subsidiaries operated 
by a parent company. In such instances, there is lack of diver- 
sification, for the success of the subsidiaries, as a rule, is closely 
linked with the success of the parent company. When financial 
reverses affect the latter, the pledged collateral is likewise 
affected. Yet the subsidiaries may still have an independent 
value, and, if the collateral consists of what originally were 
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sound mortgage bonds, the collateral issue may be considered 
well secured. 

An example of the second type of bond would be the Col- 
lateral Trust Gold 5’s of the Philadelphia Rapid Transit Com- 
pany, due in 1957. This issue is secured by deposit of the 
shares of stock or certificates of indebtedness of various sub- 
sidiary railway lines making up the system. Another example 
is found in the various issues of American Telephone & Tele- 
graph collateral trust bonds. These bonds are secured by the 
pledge of the stocks and bonds of a large number of subsidiary 
companies, and undoubtedly these securities would have an 
independent market value even though the parent company 
should become insolvent. 

Where security same enterprise-—In cases where the 
security of collateral trust bonds covers the same enterprise as 
the bonds themselves, a holding company whose essential busi- 
ness 1s represented by an operating company issues its bonds 
against the stocks of the operating company. There may be 
occasions where this procedure is justified, especially where, 
for some reason, legal or otherwise, it is impossible to place 
a mortgage on the property of the operating company. But, 
where financing of this nature is undertaken with the idea of 
giving stocks the status of bonds by depositing them as security 
for a collateral trust issue to be sold to the public, the motives 
of the bankers may be questioned. A recent conspicuous 
example of this type of financing is found in the collateral trust 
bonds of the Chicago, Rock Island & Pacific, which were 
secured by the stock of the Chicago, Rock Island & Pacific 
Railway Company. Upon foreclosure, the bondholders found 
that their bonds were bonds in name only. Their real security 
consisted of the stock of the operating company before which 
there were many prior obligations. Where the collateral 
pledged is in the form of stock, it is all the more important 
to test its real value. This may be done in part by determining 
the earnings available per share, the dividends paid, and the 
extent to which the operating property is already burdened 
with prior obligations. If the operating company whose stock 
is pledged as collateral for a bond issue has no bonds or pre- 
ferred stock outstanding, the collateral trust bonds may con- 
stitute virtually a first mortgage on the assets of the operating 
company. On the other hand, if the company whose stock is 
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pledged already has outstanding a substantial amount of bonds 
and preferred stocks, the value of the common as security for 
the collateral trust issue is lessened. Bonds secured by stocks 
of the same enterprise, whether of the same company that 
issues the bonds or of a closely allied operating company, are 
the least desirable of all the various types of collateral trust 
issues. The ultimate fate of such bonds, in the recent reor- 
ganization of the New York traction companies, is conclusive 
evidence of the very unsatisfactory nature of this type of 
security. 

Consider, for example, the history of the Interborough- 
Metropolitan Collateral Trust 4%s, of which there was 
formerly outstanding $67,825,000. These bonds were secured 
by a pledge of $33,912,800 par value of stock of the Inter- 
borough Rapid Transit Company. Interest was defaulted on 
April 1, 1919, on these bonds. A rapid decline took place in 
their market value, the low quotations for 1921 and 1922, 
respectively, being 8 and 8%. In the reorganization that fol- 
lowed, effective May 1, 1922, these bondholders were given 
the option of: (1) subscribing to the 10-year 6 per cent gold 
notes of the new Interborough Rapid Transit Company at par 
and accrued interest, in which case they received in addition 
5.25 shares of the Interborough Rapid Transit Voting Trust 
Certificates and 5 shares of the Fifth Avenue Bus Securities 
Corporation Voting Trust Certificates, or (2) of surrendering 
60 per cent of their bonds and receiving 2.1 shares of the 
Interborough Rapid Transit Voting Trust Certificates and 2 
shares of the Fifth Avenue Bus Securities Corporation Voting 
Trust Certificates. 

Summary.—We have discussed in some detail the more 
important types of secured issues. It appears that no definite 
rules of analysis can be formulated here that will apply to all 
cases; but we are led to the conclusion that, as a general 
proposition, the highest type of secured issue is one where the 
amount of the issue outstanding is properly limited, and where 
the property has a high value in relation to the total amount 
of bonds outstanding. Closed first mortgage bonds and divi- 
sional bonds come under this classification as well as equipment 
obligations. These latter securities are found to be unique, 
in that the property by which they are secured is mobile and 
of distinct value to the issuing corporation. For this reason 
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the holders thereof are placed in a strategic position in case 
of default. Open end issues may also represent a highly 
desirable type of security, where they are amply protected by 
the presence of a strong contract restricting the issue of sub- 
sequent bonds to a reasonable amount. On the other hand, 
bonds secured by a first mortgage on part of the property, and 
a general, or junior, lien on the balance, require a very close 
examination before their real position may be determined. 
Collateral trust bonds likewise vary widely in the matter of 
security. 

Whatever may be said of the desirability of secured issues 
as a class, it is, nevertheless, important that each issue be con- 
sidered on its own merits. A secured bond, after all, is no 
better, when the corporation gets into financial difficulties, than 
the property pledged as security, and it is at such times only 
that the bondholder is really concerned with the kind of bond 
he has. 


CuaprTer VIII 
BONDS SECURED PRIMARILY BY CREDIT 


The fundamental distinction between secured and unsecured 
bonds is emphasized by a reference to the document under 
which each is issued. “The term “ indenture’? may well be 
used to refer both to the contract under which mortgage bonds 
are issued and to the instrument accompanying unsecured 
issues. In the first case, however, the indenture contains a 
“mortgage deed” as well as all the other covenants with the 
bondholders. In the latter case, the instrument is simply an 
agreement, sometimes called the bond contract, in which the 
corporation agrees to undertake certain acts for the benefit of 
the bondholders. As in the case of secured bonds, so in the 
case of unsecured bonds: all covenants are contained in the 
trust agreement running to one or more trustees for the bene- 
fit of all the bondholders. 

Lacking a definite pledge of property, either tangible or 
intangible, as a guaranty that the bond contract will be carried 
out, unsecured bonds, or bonds issued against the general 
credit of the corporation, must depend ultimately for their 
value on the earning capacity of the corporation. The only 
merit of a mortgage security lies in the preference it gives over 
other creditors. That is, the mortgage feature of a bond has 
value in the relatively superior position it gives the holder 
of the bonds if it ever becomes necessary to distribute the assets 
of the corporation as a result of financial difficulty. So long 
as earnings are adequate, it is a matter of legal distinction 
only whether the bond is covered by a lien on specific property 
or merely by the promise of the corporation to pay. 

Civil loans.—Perhaps the best examples of bonds secured 
only by the credit of the obligor are found among civil loans. 
Bonds of the United States and of the various state govern- 
ments of our country are never secured by the pledge of 
specific assets. The same may be said of most municipal 
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issues. Such bonds are issued solely on the faith that the 
issuing unit will have the ability and inclination to pay them 
when due. In rare instances only do municipalities issue bonds 
secured by the pledge of definite property, and, where this is 
done, the faith and the credit of the municipality is not pledged 
in addition. Such bonds are specifically payable out of the 
revenues of the pledged properties. 

In the case of bonds issued by foreign governments, much 
the same situation applies. It would indeed be a blow to the 
prestige of any large nation to be required to give a mortgage 
on its assets in order to secure a loan. Where some sort of 
security is required, such as a pledge of customs receipts, it 
will be found that the borrower is a small country or is in a 
state of political instability. 

Receivers’ certificates Another type of credit obligation 
is that issued by the receivers of a corporation. When a cor- 
poration passes into the control of the court as a result of 
actual or threatened default, it frequently becomes necessary 
that cash be raised in order to continue current operations. In 
such cases the court will authorize its agents or receivers to 
issue short term notes known as receivers’ certificates. These 
may be said to rest both on the physical property of the com- 
pany as well as on its general credit, although they are not 
accompanied by a mortgage of the corporate property. They 
depend for their strength on the fact that the receiver repre- 
sents all parties and hence the securities he issues may have 
priority over mortgage bonds. Their exact priority is usually 
fixed in the same decree of the court that authorizes the issue. 

Receivers’ certificates are usually issued for a short period 
to meet temporary needs and are paid off or refunded before 
the property passes from the jurisdiction of the court.t. As a 
rule, therefore, this type of obligation must be accorded high 
rating for investment purposes. 





1 As a rule receivers’ certificates are paid off with money received from junior 
security holders at the time of reorganization, and the holders are not asked to 
participate in the reorganized company. Infrequently they are asked to take 
new securities. In the preliminary reorganization plan of the Atlanta, Birming- 
ham & Atlantic Railroad, for example, the holders of $5,000,000 receivers’ certifi- 
cates were offered 40 per cent of their claim in new first and general 30 year 
bonds at 90, and 60 per cent in cash. In the final reorganization plan they were 
compelled to accept income bonds with a subordinate lien. Such treatment as 
this, however, is unusual. 


176 INVESTMENT PRINCIPLES AND PRACTICES 


Assumed bonds.—Where a small subsidiary corporation is 
merged with a larger corporation, the obligations of the 
merged company become those of the acquiring company. At 
the time of the merger the larger corporation may formally 
agree with the bondholders, or with the old corporation, to 
be responsible for the bonds. This, however, is not necessary, 
for, if the smaller corporation passes out of existence when 
its assets are acquired by the larger, then the latter auto- 
matically assumes responsibility for the bonds of the merged 
company. In case the assumed bonds were previously secured 
by the pledge of specific assets, this claim continues, and such 
bonds may be said to enjoy a double security: the first arising 
from a general claim against the credit of the acquiring com- 
pany; the second, from a pledge of specific assets now ac- 
quired, subject to the bondholders’ lien, by the larger com- 
pany. 

Assumed bonds are by no means rare in American finance, 
and are particularly common among railroad securities. Al- 
most all the larger systems have some assumed bonds in their 
capital structure as a result of reorganization or consolida- 
tion. In the case of reorganizations, underlying or divisional 
bonds are often assumed by the new corporation.” The fact 
that so many of our present railroad systems have been put 
together by consolidation of divisions has also given rise to 
many issues of this nature. 

Guaranteed bonds and stocks.—Somewhat akin to assumed 
bonds are guaranteed bonds. Such bonds, while implying a 
double obligation, that of the issuing corporation itself as well 
as that of the guaranteeing company, may or may not be se- 
cured by the pledge of specific assets. [he most common 
form in which the guaranty arises is when a large corpora- 
tion leases a small corporation and guarantees under the 
terms of the lease a rental sufficient to pay interest on bonds 
of the lessor corporation, and frequently dividends on the 
stock. In other cases the guaranty is in the form of a direct 


contract with the guarantor and is indorsed on the bond it- 
Self. 








2’The present Erie road has in its capital structure some of the original first 
mortgage bonds issued as early as 1847. 

’The Southern Pacific Railroad guarantees the bonds of the Houston, East 
& West Texas Railway by the following indorsement on each bond: “For value 
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Where the stock of the leased corporation is also guaran- 
teed by the lessee company, it must at once be classed as a 
fixed obligation and not as a proprietorship security. Guar- 
anteed stocks assume most of the characteristics of bonds and 
are bought by the same class of investors who buy bonds. 

The guaranty of dividends on the stock of leased companies 
may apply to its preferred stock or to both preferred and 
common. In fact, after the guaranty has been effected, by 
means of establishing a rental under the terms of the lease 
sufhicient to pay necessary expenses and a stated rate of divi- 
dend, the distinction between préferred and common stocks is, 
for all practical purposes, done away with.‘ 

Guaranteed bonds are not so strong, legally, as assumed 
bonds. In the former case, the bondholder has the double 
obligation, it is true, of both the issuing, and the guarantee- 
ing, company. However, in the event of failure on the part 
of the guaranteeing company to meet payments under the con- 
tract, at best, the result of attempted enforcement will be to 
throw the corporation into the hands of receivers who, ordi- 
narily, will repudiate the guaranty in case the leased property is 
not a paying proposition. The holders of guaranteed bonds 
must then proceed to establish the extent to which they have 
been damaged by the failure of the guaranteeing corporation 
to carry out the contract before they are in the position of a 
judgment creditor. In the case of assumed bonds, on the 
other hand, the bondholders are in precisely the same legal 
position as the bondholders of the corporation assuming the 
bonds. Assumed bonds are a direct obligation of the assum- 
ing corporation and are on a parity with other valid debts. 





received, the Southern Pacific Company hereby guarantees unconditionally the 
punctual payment of the principal and interest at the time and in the manner 
therein specified.” 

4There are abundant examples of guaranteed stocks in American railroad 
finance. The New York, New Haven & Hartford, under the terms of a 99-year 
lease, agrees to pay a rental to the Providence & Worcester Railroad Company 
sufficient to equal interest on its bonds, organization expenses, and ro per cent 
on its capital stock. The Cincinnati, Hamilton & Dayton Railroad, under a 
perpetual lease, guarantees principal and interest on the bonds of the Dayton & 
Michigan Railroad Company, as well as a rental sufficient to pay 8 per cent on 
the preferred and 3% per cent on the common stock of the company. This 
lease was later assumed by the Toledo & Cincinnati Railroad Company, which 
is a subsidiary of the Baltimore & Ohio. Dividends are guaranteed on the 
stock of the Northern Railroad of New Jersey by the Erie, and on the Northern 
Railroad Company (of New Hampshire) by the Boston & Maine. 
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It is necessary, therefore, in determining the investment posi- 
tion of guaranteed issues, to study not only the credit of the 
guaranteeing company but also the credit status of the obligor 
company—the earning power and the strategic importance of 
the leased property to the lessee company.” 

Joint bonds.—Joint bonds are very similar to guaranteed 
bonds, except that there is a joint guaranty by several corpo- 
rations to pay the interest and the principal of the bonds. Such 
issues are ordinarily the result of undertaking to build struc- 
tures, branch lines, or terminal facilities, which are to serve 
several companies jointly. It is common practice for such pro}- 
ects as larger terminals, wharves, docks, and bridges, which 
are to be used by several corporations, to be financed jointly 
by all the companies interested. Usually a small corporation 
is formed solely for the purpose of taking title to the prop- 
erty and operating it. This company then issues bonds to 
secure a part or all of the funds necessary to acquire the prop- 
erty. Such bonds, however, are also guaranteed by the vari- 
ous companies which use its facilities. These companies gen- 
erally divide up the stock of the terminal company and enter 
into lease agreements for the use of its facilities, each paying 
rent in proportion to its use of the property. 

Such bonds, where they are accompanied by a mortgage on 
the terminal property, are secured both by the credit of the 
participating companies and the property itself. For example, 
the Boston Terminal First Mortgage Gold 314’s are not only 
a lien on the South Station at Boston, the train sheds, and 
about thirteen miles of track, but are further secured by lease, 
the New York, New Haven & Hartford, the Boston & Al- 
bany, the Old Colony, and the Boston & Providence railroads, 
each being jointly liable for any deficiency in the case of fore- 
closure of the bonds. 

The investment strength of such bonds will depend in part 
on the value of the property itself and also on the character 
and multiplicity of the guarantors. The strategic importance 
of the property is important, to be sure; but, in case of failure 





5 There is often a strong temptation in the case of unprofitable leases to find 
some way to break them, especially if the lessee corporation is in a weak 
financial position. On the other hand, where the leased property is profitable 
or occupies a position of strategic importance, the lessee corporation may go a 
long way to avoid any default in the provisions of its guarantv- 
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of the lessor companies, ordinarily, the bondholders would 
have property with little or no income on their hands. For 
this reason we are justified in considering bonds of this nature 
in part as general credit bonds. Where secured by the pledge 
of property, the underlying assets may be of such special 
nature as to have little or no independent value. 

Debenture bonds; investment position of —The most im- 
portant class of straight credit obligations which are in no way 
secured by direct or indirect pledge of property are known as 
“debenture” bonds. Bonds of this nature are merely prom- 
ises to pay a certain sum of money at a given time. In fact, 
they do not differ materially from a promissory note, except 
that they are generally issued under the deed of trust previ- 
ously described.° 

In the purchase of debenture bonds, therefore, one must 
look entirely to the earning power and credit position of the 
corporation for the payment of the interest and the ultimate 
return of the principal. And, in the case of failure, the deben- 
ture bondholder will find that his claims are junior or subordi- 
nate to those of all the secured bondholders. Furthermore, 
the debenture bondholder does not have the right to fore- 
close, in case the corporation fails to carry out its part of the 
bond contract, a right which often proves of real value to the 
secured holder in times of financial difficulties. 

In the case of corporations which have no secured issues 
outstanding, the position of the debenture bonds is improved, 
but even here the debenture issue does not have the same 
status as a mortgage bond. A debenture issue, even though 
it represents the only item of funded debt on the balance sheet 
of the corporation, may participate ratably only in the assets 
of a liquidating corporation with the other unsecured cred- 
itors, whereas the first mortgage bondholder enjoys a prior 
claim in so far as the assets specified in the mortgages are 
concerned. ‘That is, mortgage bondholders have the privilege 
of foreclosing in the event of failure, of forcing a sale of the 





6 The student will do well to refer to the agreement under which the 6 per 
cent notes of the American Power & Light Company were issued. See Gersten- 
berg, C. W., “Materials of Corporation Finance,” p. 291, 1915, Prentice-Hall, Inc., 
70 Fifth Jess New York. This agreement should be compared with the cor- 
poration mortgage in order to emphasize the fundamental difference between 
secured and debenture bonds, 
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pledged property, and of bidding this in, if desirable, for their 
own interests. Furthermore, such property is not attachable 
by the other creditors.’ Also, where the pledged assets are 
insuficient to meet the claims of the secured bonds, these 
bondholders have a further claim which participates equally 
with the unsecured holders in the remaining assets.* 

Position of unsecured bondholders in event of reorganiza- 
tion —As a result of this situation, the unsecured bondholders 
usually fare much worse in cases of reorganization than do 
the secured bondholders. The latter hold the upper hand, so 
to speak, in that, if the reorganization plan does not satisfy 
them, they may always foreclose and assume title to the fixed 
assets of the concern by bidding in the property. In case 





7Except in respect to specific claims, such as taxes, receivers’ certificates, 
mechanics’ liens, etc. 

8 The following simple example is given to show the exact order of prece- 
dence for the claims of the various creditors of a corporation in case of failure 
and liquidation. 

The balance sheet of the corporation at time of failure was as follows: 


Assets Liabilities 
Plant and Equipment...... $1,000,000 Common Stock ........... $ 500,000 
Inventoriesusa saat ACO OOM Emeterned meen...) tiene 300,000 
Accounts Receivable ...... 250,000 First Mortgage Bonds..... 500,000 
Cashtitnrass sttentas trerekeae ace 50,000  Debenture Bonds ......... 400,0C0 
Deficit x scte sis ies cata ore te 300,000 Accounts Payable ......... 300,009 
$2,000,000 $2,000,000 








Let us assume that the affairs of the corporation are wound up and that the 
assets are liquidated. The following amounts we will further assume are 
realized from the various assets in liquidation: 


Plant and Equipment...... $450,000 
Inventoriese. .cmaac cee 100,000 
Accounts Receivable ...... 200,000 
Cashiv nates toes Goletanioee: 20,000 (after allowing ex- 


penses of liquidation) 


In view of the fact that the plant and equipment were pledged as specific 
security for the mortgage bondholders the entire $450,000 realized therefrom 
must be applied to their claim. In respect to the $50,000 remaining unsatisfied, 
they will be in the same position as the other unsecured creditors. The re- 
maining $320,000 must be prorated over the unsecured claims, amounting in all 
to $750,000 ($50,000 first mortgage bondholders, $400,000 debentures, $300,000 
accounts payable), this would leave the debenture holders with 42 2/3 cents on 
the dollar. The first mortgage holders, however, will receive in all $450,000, 
plus 42 2/3 per cent of $50,000, or $471,330. This is equivalent to 94.3 cents on 
the dollar. 
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other buyers appear at the foreclosure sale and bid more than 
the amount of the secured claims, the secured bondholders are 
entitled to 100 per cent of their principal and all interest in 
arrears before anything can be paid to the remaining cred- 
itors. And, where other bidders fail to appear, or where they 
bid less than the amount of secured bonds outstanding, a pur- 
chase may be made by the bondholders themselves, who, natu- 
rally, will bid, by turning in their bonds up to the amount of 
the purchase price. In such cases, therefore, it is not neces- 
sary that any cash should be put up in order to acquire the 
property. 

Chicago, Milwaukee & St. Paul reorganization.—To cite 
a specific example of the manner in which different classes of 
bondholders fare in case of failure and reorganization, we will 
again consider the recent Chicago, Milwaukee & St. Paul re- 
organization. Here we find that $181,370,400 of underly- 
ing bonds were left undisturbed. Bonds with relatively poor 
security, such as the First and Refunding “‘A’s” and “B’s” 
and also the various issues of unsecured bonds, were required 
to take for each $1,000 bond of the old company turned in, 
$200 par value, new 50-year, 5 per cent, mortgage gold bonds 
and $800 new, 5 per cent adjustment mortgage bonds.® 
These latter bonds are known as income bonds and represent 
a contingent claim in respect to interest rather than a fixed 
claim.*° ‘The new 50-year mortgage bonds were quoted at 
about 82 at the time the reorganization plan was finally agreed 
upon and the adjustment mortgage 5’s were quoted at about 
55. The cash value of the securities received in exchange for 
a $1,000 bond of the less secured classes was thus around 
$600. 

Virginia Carolina Chemical reorganization—Another per- 
tinent illustration of the relative position of secured bonds as 
compared with unsecured issues in times of difficulty is found 
in the case of the Virginia Carolina Chemical reorganization, 
consummated in 1925. Here the old first mortgage bond- 
holders received for each $1,000 bond, $595 in cash and $510 
in prior preferred stock of the reorganized company, which 
had a market value at the time of reorganization of about 





2See Commercial and Financial Chronicle, Vol. 121, p. 2516, for complete 
analysis of plan as finally agreed upon. 
10 See p. 186, for complete discussion of income bonds. 
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$93 per share, thus giving them the equivalent of a total cash 
return amounting to about $1,027, an amount actually in ex- 
cess of the par value of their claims. The old 7% per cent, 
15-year debentures, on the other hand, received, in the re- 
organization, no cash, $1,225 new participating preferred 
stock, and 20 shares of common. The preferred had a mar- 
ket value of about $46 per share and the common of about 
$10 a share at the time of reorganization. The debenture 
holders, therefore, received the equivalent of $763 in cash for 
each $1,000 bond of the old company.” 

Desirability of unsecured bonds as investments.—The 
fact that the debenture bonds of a corporation generally fare 
poorly in case of reorganization should be clearly borne in 
mind when purchasing unsecured corporation bonds, for, in 
the purchase of bonds, safety of principal is of extreme im- 
portance. The opportunity of profit through appreciation in 
the value of an investment bond is not especially large. 
Losses, on the other hand, may be substantial, in case the com- 
pany meets financial reverses. The additional yield on deben- 
tures, therefore, must be considered as a premium for the extra 
risk involved in such issues. The natural question is, Does this 
additional return compensate for the chances of loss in prin- 
cipal and interest which such bonds as a class suffer? It is 
the writer’s opinion that the purchase of debentures should 
be confined to the strongest companies, and even here one’s 
holdings should be carefully watched. A study of almost any 
important reorganization will show conclusively that the 
debenture bondholders occupy a position inferior to the se- 
cured bondholder, and that they generally suffer a reduction 
in the principal value of their holdings or are required to 
take preferred stock in lieu of their contract claim in the ulti- 
mate plan of reorganization. 

Protection of unsecured issues: restriction against new 
bonds.—On account of the relatively weak position in which 
the debenture bondholder is placed, one frequently finds col- 
lateral provisions in the bond contract or, indenture which are 
designed to give added security to the holder of such bonds. 
Such special features aim for the most part to prevent any 








11 For full details of reorganization see Commercial and Financial Chronicle, 
Vol. 121, p. 853. 
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subsequent weakening of the debenture bondholders’ present 
position, and are not unlike the covenants sometimes found in 
the case of secured issues.1? For instance, a clause is fre- 
quently inserted to the effect that no other bonds may be sub- 
sequently issued without giving the debenture holder equal 
security therewith.* The effect of such a provision is, of 
course, favorable to the purchaser of the bond, in that it pre- 
vents the corporation from later mortgaging a part, or all, 
of its assets to the disadvantage of the debenture holder. Weak 
as the position of the unsecured creditor is, it becomes weaker 
in cases where the corporation’s assets are subsequently mort- 
gaged to new creditors with a prior lien on the properties. 
The added cash obtained from the sale of the new bonds may 
fail to make up for the lowered position which the debenture 
holder is required to take in the capital structure of the cor- 
poration. In theory, provisions such as the preceding are 
sound. In practice, however, their efficacy is sometimes doubt- 
ful. It frequently happens that the corporation undertakes 
to finance a program of permanent improvements by means of 
current bank loans. After this goes on for a period, the cor- 
poration’s current liabilities, represented in part by bank loans, 
become so large that it is forced to fund these into an issue of 
bonds. It usually happens at such times that the corporation 
is forced to bring out a mortgage loan, on account of its credit 
position, and consent of the debenture holders is given, not 
from desire, but from necessity. In other cases, it sometimes 
happens that a corporation gets into financial difficulties for 
one reason or another and might be saved if it could secure 
additional funds. On account of its then low state of credit 
the only source of borrowing lies in a first mortgage issue. 
This may, however, be prevented by the short-sightedness of 
the debenture holders themselves who are unwilling to consent 
to the prior issue. 

Cash position, maintenance of, by restrictions —In other 
cases there are restrictions set up in the indenture against the 





12 As previously indicated, see Chapter VII. 

13 New York, New Haven & Hartford Convertible Debenture 6’s, 1948, as well 
as several other debenture issues of this road, had such a clause. Thus, when 
it became necessary, in 1922, to put out a large first and refunding issue to 
refund certain government obligations and bonds then coming due, the old deben- 
tures were required to be equally secured under this mortgage. 
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payment of dividends on the corporation’s stock issues, where 
such payment reduces the cash ratio of the company below a 
certain point.* A similar result may be accomplished by pro- 
viding that net current assets must always be maintained at a 
certain per cent of the bonds outstanding, or that current as- 
sets must be maintained at a certain ratio in respect to cur- 
rent liabilities. “The purpose of such provisions is to assure 
the unsecured bondholder that sufficient cash will always be 
available to pay current interest on the bonds, to provide for 
principal at maturity, and to guard against any ill-advised ex- 
pansion by means of bank loans. In so far as such covenants 
prevent the corporation from using cash for dividend pur- 
poses when such cash should remain in the _ business, 
they are sound. On the other hand, when earnings decline, 
or when losses appear, it takes more than a mere covenant 
in an indenture to produce net quick assets. For this reason 
even such provisions are powerless to protect the debenture 
holder in times of financial stress. 

Sinking fund provisions—The inclusion of sinking fund 
provisions is another method of strengthening unsecured 
bonds. Where the retirement of an issue on a serial basis is 
called for, the same end is accomplished. In both cases the 
corporation is required either to set aside a certain amount of 
cash out of earnings each year for the purpose of building up 
a sinking fund to retire the bonds at maturity, or to retire a 
certain amount of the bonds annually. In this way the equity 
behind the issue is increased regularly. Year by year the is- 
sue becomes better secured, either through a growth in the 
sinking fund assets or by a reduction in the total amount of 
the issue outstanding. 

Of course much will depend, in the case of sinking fund 
bonds, on the manner in which the sinking fund is provided 
for. It is far better, from the bondholders’ standpoint, that 
the amount paid into the sinking fund should be a definite and 
predetermined sum. Where payments into the fund are based on 
a percentage of earnings, there is no assurance that there will 
be any accumulation in some years. It is also advantageous 
to the bondholder to have a segregated fund provided for and 





14 See provisions in Jones & Laughlin Company mortgage, already referred 
to on p. 155. 
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placed under the management of an outside trustee. Other- 
wise the fund is likely to be reinvested in the plant and the 
general assets of the corporation and thus be unavailable to 
the bondholders when needed. 

Convertible features.—In still other cases the right to con- 
vert bonds into the stock of the company is given.® This 
provision is not so much a matter of protection as a feature 
of attraction. The conversion feature, when present in the 
case of a bond, has a speculative value, in that it becomes 
valuable when the stock into which the bonds may be con- 
verted rises above the so-called conversion point. Corpora- 
tions with a somewhat weak credit standing, therefore, issue 
bonds with this feature attached. The purchaser of the bond, 
while he takes somewhat more than a normal risk, acquires 
the right to anticipate a profit which, ordinarily, is not found 
in the case of bonds. 

Value of such collateral provisions to bondholder.—These 
are the more important collateral features which are fre- 
_quently written into the indenture under which debenture or 
unsecured bonds are issued.*’ Whereas, modifications of 
such protective covenants are sometimes found in the case of 
mortgage, or secured, bonds, they are less common than in 
the case of debenture bonds. As to the value of these various 
safeguards opinions differ. Probably the most effective provi- 
sions are those which prevent the issuance of bonds at a sub- 
sequent date with prior claims, or the payment of dividends 
when the cash position of the company is thereby jeopardized. 
It may be said in respect to all such features, however, that 
they fail to reach the real problem. When the management 





15 See p. 671 for treatment of, in respect to municipals. 

16 For a more complete description of convertible bonds see p. 196. 

17 A good summary of such restrictions may be found by studying the in- 
denture under which the 74 per cent bonds of the E. I. Du Pont de Nemours 
Co., 1931, were issued. Briefly the provisions are: (1) The company will not 
place any liens upon any of its property without ratably securing these bonds 
therewith. (2) The company will at all times maintain net current assets equal 
to not less than 150 per cent of the principal amount of bonds then outstanding. 
(3) The company agrees not to pay dividends upon any of its capital stock, if 
thereby the amount of its total current assets shall be reduced to less than 125 
per cent of the company’s current liabilities plus the amount of bonds outstand- 
ing. (4) Certain restrictions are set up against the sale or distribution of 
certain stocks and bonds of the General Motors Securities Co., held by the 
Du Pont Company. 
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of a corporation is unable to produce earnings, assets are dis- 
sipated and the unsecured bondholders’ position becomes dan- 
gerous. When earnings are satisfactory, the existence of pro- 
tective features is quite unnecessary. ‘The investor, therefore, 
will do better to study the prospects and financial condition of 
the company than to rely too much on the various provisions 
in the indenture of an unsecured bond. 

The essential characteristic of debenture bonds, after all, 
is the fact that they are unsecured obligations and are subject 
to the inherent weaknesses arising from this situation. While 
inclusion of collateral features in the bond contract may serve 
to restrict the management to conservative policies, and, 
hence, to strengthen the financial condition of the company, or 
to prevent it from becoming weak in some cases, when gen- 
eral mismanagement or financial reverses reduce earnings, such 
provisions as generally appear in the indenture of unsecured 
bonds are of little value to the holders thereof. 

Income or adjustment bonds.— Income or adjustment 
bonds are usually issued as a result of financial reorganization 
and are offered to the less advantageously situated security 
holders and creditors of the old company in exchange for their 
claims. Adjustment or income bonds may be unsecured, but 
are often secured by a junior lien on certain property of the 
corporation. Even where they are secured in this way such 
issues must, nevertheless, be considered essentially as bonds 
secured by credit and earnings, for interest thereon is not in 
the nature of a fixed and definite claim but is made contingent 
on earnings. 

The Seaboard Air Line Railway Adjustment Mortgage 
Gold 5’s furnish us with an excellent example of this type of 
bond. Interest on these bonds is cumulative at the rate of 5 
per cent per annum from November 1, 1909, andis payable out 
of surplus earnings and income of the preceding six months. 
Under the terms of the indenture, if surplus after charges for 
the twelve months’ period, ended April 30, or October 31, is 
sufhcient to pay 114 per cent on the bonds, or a multiple 
thereof, then the company must pay that amount up to 214 
per cent for the pro rata six months’ interest up to August 1, 
or February 1, as the case may be. But, in determining the 
net applicable to interest payment on the bonds, $50 a mile, 
or such amount as the board of directors may determine for 
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the entire operated mileage, may be deducted from surplus 
after charges for additions, improvements, and other corpo- 
rate purposes. This issue of bonds is secured by a general 
mortgage on the entire property of the company and on all 
property hereafter acquired, except certain stocks and bonds, 
subject to prior mortgage bonds in the amount of approxi- 
mately $148,000,000. 

Another good example of an income bond is found in the 
Missouri-Kansas-Texas Adjustment 5’s. These bonds were 
issued at the time this road was reorganized in 1922, in par- 
tial exchange for certain of the less secured bonds of the old 
company. ‘The interest on these bonds is payable out of the 
net income of the road; but, prior to January 1, 1925, only 
such portion as the board of directors may determine, but not 
less than 50 per cent, shall be required to be so applied, the 
remainder being available for capital expenditures. Prior to 
January 1, 1925, interest was noncumulative, thereafter it is 
cumulative. Furthermore, no dividends on any class of stock 
-shall be paid or set aside for payment in any one year, unless 
the full cumulative interest on the adjustment bonds shall have 
been paid or set aside for payment. 

The greatest objection to income bonds arises over the un- 
certainty of interest payments. The determination of net 
earnings is partly dependent upon accounting practice. Thus, 
whereas gross earnings and direct operating expenses may be 
determined precisely, net earnings are dependent in part on 
the depreciation charged by the management and its policies 
in respect to maintenance. The latter items involve judgment, 
and the stockholders of a corporation may find it advan- 
tageous to charge heavy depreciation and to treat debatable 
capital items as expense, thus keeping earnings down for a con- 
siderable period. Such a policy really permits the property 
to be built up at the expense of the bondholder.** 





18 The Central of Georgia railway, for example, did precisely this. With 
three issues of income bonds outstanding, the management for years charged 
heavy depreciation and virtually rehabilitated the road out of earnings. As 
a result, when earnings were so published as to show income available for the 
interest on the bonds, there was sufficient also te pay dividends on the stock. 


CHAPTER IX 
SPECIAL TYPES OF BONDS 


There are several types of bonds, or, perhaps better, spe- 
cial features sometimes found in the bond contract which 
deserve more than passing attention. In as much as these 
special features could not logically be treated as especially re- 
lated to either secured or unsecured issues, it was considered 
advisable to reserve discussion of them until the present 
chapter. 

Callable bonds.—The first feature that will be treated more 
fully at this point pertains to callable bonds.* ‘The presence 
of this clause in a bond contract may be found, quite regard- 
less of the type of bond. Thus may we find a debenture bond, 
a first mortgage bond, a convertible bond, or almost any type 
of bond, with the “call” feature incorporated in the deed of 
trust under which the bonds were issued. The “call” feature 
may be described as a clause contained in the deed of trust, 
which gives to the issuing corporation the right to redeem, that 
is, to pay off, a portion or all of the bonds issued thereunder 
before maturity. The conditions under which this may be done 
will vary in the case of different bonds, although the general 
features surrounding the call privilege are fairly well stand- 
ardized. ‘The corporation is customarily required to give 
notice to the bondholders of its intention to exercise its right 
a certain number of days in advance of the date on which 
payment is to be made, such notice usually being in the form 
of advertisements appearing in specified newspapers. This 
method of notification is necessary, since it is obviously im- 
possible to notify the holders of coupon bonds by mail. Such 
bonds are transferable by delivery and require no transfer 


_ wee 





1 The term “redeemable” bonds is frequently used ie describing such a security 
and conveys the same meaning. Where only a part of an issue of bonds is 


called, and the bonds to be called are drawn by lot, then the bond may be 
called a “drawn” bond. . 
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books at the office of either the corporation or the trustee. 
In most cases the “call” privilege may be exercised at 
certain specified times only, usually at interest dates. And, 
finally, the corporation is usually required to pay somewhat 
more than par if it elects to call its bonds. That is, bonds 
are callable, not at par, but at a figure slightly in excess of 
par. The amount of this premium will naturally vary accord- 
ing to the circumstances involved, but does not generally ex- 
ceed § per cent of the par value of the bond. A typical 
example of the manner in which such provisions are often 
stated may be found in the Jones & Laughlin mortgage.’? 


In case the company shall desire to exercise such rights to redeem 
and to pay off such entire issue of bonds, it shall advertise in two daily 
newspapers of general circulation, one published in the Borough of 
Manhattan in the city of New York and one published in the city of 
Chicago, Illinois, at least once a week for four successive weeks (the 
first publication to be not less than thirty days, and not more than forty 
days, before the date of redemption specified in such notice), stating that 
the Company has elected to redeem and pay off all of the bonds, and 
that on such interest payment date there will become and be due and 
payable upon each of said bonds at the financial agency of the Company 
in the Borough of Manhattan in the City of New York the principal 
thereof, together with the premium as aforesaid and accrued interest 
to such date. A similar notice shall be sent by the company through 
the mails postage prepaid at least thirty days prior to such redemption 
date to the registered holders of bonds whose addresses shall appear 
upon the transfer register. 


Advantages to corporation of callable bonds.—From the 
corporation’s standpoint the right to redeem or call all or 
a part of an issue of bonds has several advantages. Consider 
first the case of a corporation which has in its bond contract 
a provision requiring the setting aside annually of a certain 
sum of money in a sinking fund for the purpose of retiring 
its bonds at maturity. The proper investment of such a fund 
naturally creates a problem. It is generally agreed, however, 
that no better investment for sinking fund purposes could pos- 
sibly be found than the bonds of the corporation itself. And, 
where the right to redeem or call its bonds at a definite price 
is given to the corporation, an adequate supply of such bonds 


2 Gerstenberg, C. W., “Materials of Corporation Finance,” p. 222, 1915, 
Prentice-Hall, Inc., 70 Fifth Ave., New York. 
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for the fund is automatically created. Another advantage of 
the ‘call’ feature is found in the case of a corporation which 
originally started in a small way and, at some time in its de- 
velopment, put out a closed issue of first mortgage bonds 
with an “after acquired” clause in the bond indenture. We 
have already seen that the effect of such a clause is to cause 
all subsequent additions to the property account to be included 
under the senior mortgage. Such a corporation is obviously 
at a disadvantage, if it desires, at a subsequent date, to do 
further borrowing. It cannot give another first mortgage, 
even though the property would warrant this procedure from 
the standpoint of values. Additional borrowing, therefore, 
must be undertaken on the basis of junior or debenture issues, 
which require higher interest rates and consequently heavier 
fixed charges. If the underlying issue of bonds is callable 
the corporation is able to retire it and to engage in a more 
comprehensive financial program. In other cases, where a 
corporation consists of a number of consolidated properties, 
or where its growth has resulted in a number of different 
issues of bonds, and, consequently, a complex capital structure, 
the presence of the call feature in its bond contracts enables 
it to effect greater simplicity by calling its outstanding bonds 
and issuing one consolidated issue. 

As a rule, however, the essential gain to the corporation 
from the “call” feature lies in the reduction or elimination 
of fixed charges which may result from calling the bonds. 
Immediately after the War, for example, corporations of the 
highest grade were unable to borrow money at less than 6% 
or 7 per cent, regardless of the type of security they might 
offer. Such a situation was almost sure to be temporary, yet 
it put the corporation which had to borrow, either for expan- 
sion or refunding purposes, in a difficult position. ‘True, such 
a corporation might have borrowed by issuing short term 
notes with a high coupon rate of interest; but this would re- 
sult in an inflexible maturity date in the near future, which 
might require further financing on disadvantageous terms and 
with additional banking fees. A better solution for conditions 
of this nature lies in the issue of bonds with a high coupon 
rate, with the right reserved to the corporation to redeem all 
or part of the issue on the terms customarily worked out in 
the indenture under which callable bonds are issued. 
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The same situation may at any time present itself to a new 
corporation, or one whose credit is not at the moment high 
enough to permit borrowing on advantageous terms. Such 
corporations must pay high rates for the money they obtain. 
Yet, as they become better established, their credit position 
improves. As this process goes on a time will come when 
they are able to borrow at much lower rates of interest. At 
such times it is highly advantageous to the corporation if it 
can retire its high rate coupon bonds with funds secured from 
the sale of new bonds bearing a low rate of interest, for in this 
way a substantial saving in fixed charges will result. 

The callable feature and the investor: the call premium.— 
From the investor’s standpoint, however, the callable feature 
cannot generally be said to offer very many attractions, for the 
principal reason that the time the corporation chooses to exer- 
cise its right to call is either when interest rates are low and 
bond prices are correspondingly high, or after the corpora- 
tion’s credit has been so firmly established that the investor 
would prefer to keep his original, well paying investment. In 
either case, the investor normally prefers to have the bond, 
which by that time is showing an attractive yield on his orig- 
inal investment, rather than the funds. In other words, the 
exercise of the call feature by the corporation always creates 
a problem of reinvestment.® It is true that the bondholder 
is partly compensated for this situation when the call price is 
above the par value of the bond. In such cases the investor 
will receive a profit or premium above the cost of the bonds. 
This premium is generally so small, however, that it does not 
recompense the investor for the loss in time and interest which 
he usually experiences in the reinvestment process. This may 
be shown by taking a specific instance. 

Result, when call premium low: Detroit Edison 8’s, 1931. 
—On January 10, 1925, the Detroit Edison Company called 
its 8 per cent convertible gold debentures due in 1931, at 103. 
These bonds were originally sold in 1921 at a price of 100. 
One might draw the conclusion that the difference between the 
original price, par, and 103, or $30 per $1,000 bond, would 








3'The real effect of callable bonds on the investor and a comparison of this 
type of bond with convertible issues is clearly set forth in an article by Smith, 
Edgar L., “Speculation and Investment,” Atlantic Monthly, October, 1925, p. 
542 ff. 
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have constituted a sufficient cash reward for having the bonds 
called in 1925. Yet it must be considered that the average 
investor at that time was primarily interested in keeping his 
principal working, and that these bonds were yielding him, 
even at 103, a return of 7.35 per cent. In January, 1925, he 
could not have purchased an issue of equal merit to yield over 
5.5 per cent. He thus lost the equivalent of 1.85 per cent per 
annum on his principal for the period from 1925 to 1931. His 
gain, in this case measured by the $30 in premium, evidently 
failed to offset the loss he suffered through a reduction in cur- 
rent income.* He would have made more in the long run had 
the bonds not been paid until maturity and had he received the 
8 per cent current income for the next six years, instead of, 
say, 103 x §.5, or $56.65 per $1,000 of old bonds that were 
called. 

Result, when call premium high: Goodyear Tire & Rub- 
ber 8’s, 1931.—There are instances, on the other hand, where 
the call price is set so high that it has a real value to the in- 
vestor. The Goodyear Tire & Rubber Company, when re- 
organized in 1921, was unable to offer the highest type of 
security to the investor, because of its then low state of credit. 
In order, therefore, to attract funds, it was compelled to incor- 
porate especially attractive terms in respect to the securities it 
offered to the public. Thus, do we find the company issuing first 
mortgage, sinking fund bonds, with provisions that $750,000 
par value of bonds shall be retired semiannually, beginning 
with November 1, 1921, by drawing by lot, at 120 and inter- 
est; a rate that provided for retiring the entire issue by matu- 
rity at a premium of 20 percent. The strong contract security 
behind these bonds, the high premium at which they were 
callable, and the possibility attaching to a given bond that it 
might enjoy an early call made them an attractive investment 
at the time they were originally offered, despite the then rela- 
tively low state of the company’s credit.® 





4 We shall not enter here into a mathematical discussion of all the facts in- 
volved in cases of this kind, for the matter is necessarily complicated. A pre- 
cise estimate as to what extent the investor gains or loses through having his 
bonds called would involve consideration of the original purchase price, the 
length of time the bonds have already run, the time of.maturity, and the rate 
of return the investor can get through reinvestment of his principal. 

5 Comparing this situation with the Detroit Edison Company’s Convertible 8’s, 
we find that at the call price 103 the latter yielded 7.35 per cent at time of 
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“Changing premium rates——Whereas, we have assumed 
that the price at which the bonds of a corporation may be 
called is a definite and fixed figure, it is, nevertheless, true that 
this premium may be made to vary in accordance with the 
length of time the bond runs before maturity. In the case of 
the Cleveland Electric Illuminating First Mortgage Gold 5’s, 
due in 1939, which may be taken for illustrative purposes, the 
contract provides for redemption of the issue in whole or in 
part, at the company’s option, on April I, 1924, at 107%, or 
any interest date thereafter, by giving proper notice, at a price 
decreasing by % of 1 per cent yearly to maturity. The logic 
of this provision is seen when one considers that the amount 
of the premium is of increasing significance as the bond ap- 
proaches maturity. For example, it would be out of the ques- 
tion for the company to call the issue at 107% only a year, 
say, before maturity, or even two years. Rather than to pay 
such a premium for so short a time, the company would do 
better to wait until the bonds matured. Likewise the gain to 
the investor would be correspondingly large. He would, in 
such a case, be handsomely paid for having his bonds retired 
only a short time before they would normally mature. Mathe- 
matically, there is a rate at which the premium should be de- 
creased as maturity is approached, in order to maintain it at 
an equal value to the investor and to make the terms of equal 
burden to the corporation. This is approximated by the % 
of I per cent annual decrease in the case at hand. 

Right to call all or part of issue-—There are cases in which 
the corporation retains the right to call the whole or any part 
of a given issue. In other cases the redemption right is re- 
stricted to the entire issue or to a limited portion of it. Thus 
the Jones & Laughlin First Sinking Fund Gold 5’s are callable 
as a whole at 105 on any interest date on 30 days’ notice, 
or in part for sinking fund on any May 1. In still other 
cases the issue must be called in its entirety or not at all. 
Westinghouse Electric & Manufacturing Company Gold 7’s, 
due in 1931, were callable only as a whole on May 1, 1926, 
or at any subsequent interest date at a premium equal to 





call, whereas, on May 1, 1925, the yield for Goodyear 8’s at 120, the call price, 
was less than 6 per cent. The high premium received by the original purchaser 
of Goodyear bonds was almost all gain, for at 120 the current yield could easily 
have been duplicated through purchase of similar grade bonds in the market. 
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4 of 1 per cent for every six months intervening between 
redemption date and maturity. This issue has since been 
called in its entirety. Such a contract has some slight advan- 
tage to the holder, in that it lessens somewhat the chances of 
the bond being called. A corporation may feel less inclined, 
or be less able, to provide funds for calling a whole issue than 
a part of it. 

The call feature and price fluctuations.—There is another 
aspect to the call feature as a part of the bond contract which 
is closely tied up with the economic problems arising from 
changes in the price level and their effect on borrowers and 
creditors. Perhaps the greatest risk which the purchaser of 
high grade bonds takes at any time arises from changes in 
the purchasing power of the dollar. In current market ter- 
minology the purchaser of bonds goes long of dollars and 
short of the cost of living. His purchase of bonds assumes 
the payment of a specific number of present dollars in return 
for the promise of a certain number of future dollars. As 
against this transaction, however, one must consider the re- 
quirements of the investor, during the life of the bond and at 
its maturity, in terms of goods. The only use that dollars 
can possibly have comes from their command over goods. If, 
during the life of the bond, dollars shrink in purchasing power 
the purchaser of the bond, or the payee, loses. Similarly, if 
the purchasing power of the dollar increases the corporation 
loses. The call feature offers a hedge to the corporation, in 
that it permits the corporation to pay off its obligation in full 
when the purchasing power of money is high or when inter- 
est rates are low. Similarly, this feature creates a further 
hazard for the purchaser. In the past, a protracted fall in 
the price level has always been accompanied by a reduction in 
the general level of interest rates. It is during such periods 
that the holder of a bond purchased at the beginning of the 
cycle stands to gain the most. His gain is twofold: not only 
does the purchasing power of the money he receives under his 
contract increase, but the yield on his original investment con- 
tinues to become increasingly favorable compared with the 
possible yield on current commitments. The corporation, how- 
ever, realizing its position in such a turn of affairs, often re- 
serves the right to pay off the issue at a slight premium and 
thus to terminate a contract which threatens to become less 
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and less favorable under such conditions. This, however, pre- 
vents the purchaser or the investor from profiting during the 
period when conditions are in his favor. 

On the other hand, one rarely finds any provision that en- 
ables the investor to terminate his part of the contract when 
conditions are reversed. Periods of rising prices and rising 
interest rates generally occur simultaneously. During such a 
period the holder of bonds, purchased at the beginning of 
the movement, suffers. His dollar contract becomes less and 
less favorable and he is committed to a low yield at a time 
when opportunities are available for more profitable invest- 
ment. The presence of a convertible feature, whereby the 
bondholder is given the right to convert into the common stock 
of the company, would be especially favorable at such times, 
but this type of contract is rarely found among bonds.® In 
practice, therefore, it often happens that the purchaser of 
bonds accepts a position whereby he is always compelled to 
suffer from changes in the price level and with no opportunity 
for profit. Exercise of the call privilege by the corporation 
prevents the bondholder from gaining when the cycle of inter- 
est rates and prices is moving in his favor and no correspond- 
ing rights are given the bondholder to terminate his contract 
when the cycle moves against him.” 

Prompt presentation of bond, when called, necessity for. 
—lIt is very important for the holder of callable bonds to 
present his bonds for payment at once after they have been 
called, as interest ceases to run on the bond after the date 
(usually the next interest date) when the corporation offers to 
redeem it. From that time on the corporation assumes no 
obligations to pay the coupons of such bonds, although it does 
recognize the obligation to pay the principal sum, even though 
the bond is presented long after the call date. It frequently 
happens that the inexperienced investor neglects to present his 
bonds for redemption, possibly failing to have observed the 
printed notice. He clips his next coupons as usual and pre- 
sents them for payment only to have them returned unpaid. 





§ See p. 196. ; 
7 For full discussion of the economic aspects of the call and convertible fea- 
tures of bond contracts see Smith, Edgar L., “Speculation and Investment,” 


Atlantic Monthly, October, 1925, p. 542 ff. 
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He has thus lost interest for the entire period between the two 
interest dates.® 

Convertible bonds.—Convertible bonds are issued with a 
somewhat different purpose in mind than are callable bonds. 
Here the aim is to give the bondholder all the security that 
goes with a bond, together with the possibility of participating 
in the future success of the company. Thus, the holder of 
a convertible bond is given the option of converting his bond 
into the stock of the corporation at a specified ratio and after 
some stated time. 

The economic significance of the convertible feature is im- 
portant. As a practical matter it is designed primarily to give 
the bondholder the privilege of sharing in the ultimate pros- 
perity of the company, while according him the protection 
arising from a contractual obligation in the early stages of the 
company’s growth. In theory, however, the call feature acts 
as a hedge against unfavorable changes in the price level. 
Under normal conditions a rise in prices adversely affects 
bondholders and is favorable to business corporations. If the 
bonds of a corporation may be converted into its common stock 
on terms that are not too onerous, it is apparent that the bond- 
holder may escape the adverse effects of rising prices by con- 
verting his fixed income obligations into stock which shares in 
the corporation’s assets and earning power. The effect here 
is quite the reverse of that caused by the introduction of the 
call feature, which is usually in favor of the corporation and 
against the bondholder. It is unfortunate for the investor that 
the convertible feature is so uncommon and that those corpo- 
rations which issue convertible bonds do so largely because of 
necessity. Either their credit position is not sufficiently favor- 
able to permit them to borrow on favorable terms without the 
inclusion of special features in the bond contract, or else their 
capital structure is so arranged that any new securities put out 
must accept a subordinate position in relation to assets and 
earnings and hence require such special features to stimulate 
their sale. Rarely does it become necessary for strong cor- 
porations to offer the conversion privilege, in order to dispose 
of their bonds on favorable terms, except during periods of 
extreme financial stress. 





®Jt is customary practice for up-to-date bond houses to keep a record of the 
holdings of their clients and to notify them in case any of their bonds are called. 
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The conversion contract.—The contract in which the con- 
version privilege is set forth gives in considerable detail the 
conditions under which conversion may be made. Among the 
more important points covered in this connection are the man- 
ner in which the bonds to be converted should be surrendered, 
the times at which conversion may be made, the limits, if any, 
to the period during which the privilege may be exercised, the 
securities into which conversion may be made (bonds are gen- 
erally convertible into either preferred or common stock), and 
the ratio of exchange, that is, the number of shares of stock 
which may be obtained for a given amount of par value of 
bonds. It is perhaps more simple to think of the conversion 
ratio as the price paid for the stock in terms of bonds, always 
considering the bonds to be worth par. Should the bonds be 
convertible into the common stock of the company at 80, this 
would mean that $1,000 par value of bonds would purchase 
the same number of shares of stock as $1,000 would if the 
market price of the stock was 80; that is, 1,000 ~ 80, or 12% 
shares of stock. If the stock had been convertible at 150, 
then the number of shares of stock which a $1,000 bond 
would bring would be only 1,000-— 150, or 6 2/3. It is appar- 
ent that the price at which the stock into which the bond is con- 
vertible is selling on the market will determine how profitable 
the contract is at any particular time. This matter is explained 
in more detail below. 

Bonds, into what convertible.—In most instances the secu- 
rity into which the bond may be converted is either the common 
or the preferred stock of the company. It is apparent, how- 
ever, that the right to convert into preferred stock carries 
limited benefits only to the bondholder, unless the preferred 
stock is participating, for ordinary preferred stock is closely 
akin to bonds, in that the return is limited to a stated dividend 
rate. The conversion privilege thus accords the bondholder 
in such cases the right to receive a somewhat higher current 
income, but derived from a security with considerably more 
risk than ordinarily exists in the case of bonds. When the 
conversion privilege extends to common stock, on the other 
hand, the bondholder is invited to participate without limit 
in the future prosperity of the company. 

Simple type of convertible bond, N. Y., N. H. & H., Con- 
vertible 6’s, 1948.—There are abundant examples of convert- 
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ible issues available for illustrative purposes.” We will, how- 
ever, confine our present selections to a few representative 
issues which emphasize the more important aspects of con- 
vertibility. New York, New Haven & Hartford 6 per cent 
debentures illustrate the simplest type of convertible bond. 
These bonds may be converted at any time when the books 
of the company are not closed for transfer, after January 15, 
1923, and before January 15, 1948 (date of maturity), into 
common stock at the rate of $100 par value of bonds for a 
share of stock. As these bonds are noncallable, the holder 
of a $1,000 bond in 1926 has a “call” on the company’s stock, 
go to speak, for the remaining life of the bond on a par for 
par basis. 

Anaconda Copper, Convertible 7’s: varying ratios ——In 
other cases the conversion ratio varies either in relation to 
the number of bonds offered for conversion or as the bond 
approaches maturity. The conversion privilege attaching to 
Anaconda Copper Convertible Gold 7’s gives the bondholders 
the right to convert at any time prior to February 1, 1933, 
on the following basis: the first $10,000,000 of debentures 
presented for conversion may be converted at $53 a share; *° 
the next $10,000,000, at a price of $56 per share; the next 
$10,000,000, at $59 a share; the next $10,000,000, at $62 
a share; and the last $10,000,000, at $65 a share. Provision 
is further made, in this case, for an adjustment of these con- 
version prices in the event of stock dividends or any change 
in the par value of the stock. 

Conversion, when profitable-—It has probably already oc- 
curred to the reader that the conversion privilege has a value 
only when the stock into which conversion may be made sells 
at a certain price in relation to the value of the bonds. A 
better understanding of the real value of the conversion 
privilege may be had if one will first consider that the bonds 





9 The reader will find an extremely convenient list of all the more important 
convertible issues of this country in Poor’s “Feature Volume.” This was first 
issued in 1925 and in all probability will be reissued annually. This list con- 
tains not only the names of all issues, but also, for each issue, the date when 
the privilege lapses and the conversion basis. 

10 This means that $53 par value of bonds is required to get one share of 
stock, par 50. A $1,000 bond may thus be converted into 18.868 shares of stock. 
It is apparent that conversion will become profitable only after the stock ap- 
proaches or exceeds $53 a share. 
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of a corporation generally have an investment value quite 
independent of the conversion privilege. New York, New 
Haven & Hartford Convertible 6’s, for example, are selling 
at present, November, 1927, around 112 and the stock around 
51. Since the conversion ratio is par for par, the conversion 
privilege may be said to have no present value. Should the 
stock advance to 130, on the other hand, it is apparent that 
the bonds would likewise have to advance to that point. Other- 
wise traders would purchase the bonds, convert them into 
stock, and sell the stock, thus making a profit known as 
arbitrage. . Under such conditions, that is, where the value of 
the stock is so high as to raise the value of the bonds above 
their normal investment value, it may be said that a profit has 
resulted from the conversion privilege. In the case of 
Anaconda 7’s we find current prices around November, 1927, 
to have been about 108, whereas the stock sold at that time 
at about 45.** Conversion under such conditions would ob- 
viously have been inadvisable, for a $1,000 bond had an actual 
market value, based on its investment worth, of $1,080. Ac- 
cording to the terms of the contract, however, the first $10,- 
000,000 of bonds may be converted at 53 which means that 
only 18.868 shares of stock may be had for a $1,000 bond. 
At 45 this stock would be worth $849.06, as compared to 
$1,080 for the bond. Should the stock advance to 5714, on 
the other hand, conversion would be profitable by a very slight 
margin. Owing to the peculiar conditions under which con- 
version is permitted, it is conceivable that some conversion 
would take place even before the stock reached the actual 
conversion point, for many bondholders would be anxious to 
participate in the low conversion rates available to the first 
$10,000,000 of bonds offered for conversion.” 








11 These prices represent the approximate price at or about November 1, 
1927. They are taken merely for illustrative purposes and therefore serve our 
needs even though they will undoubtedly fluctuate widely from these levels 
during the next several years. 

12 The student may be interested in this connection in reviewing the recent 
Dodge financing. (See Commercial and Financial Chronicle, Vol. 120, p. 1885.) 
The 15-year convertible debentures issued at the time the company was re- 
financed in 1925 were offered originally at 99 and interest. The convertible 
features of this issue may be summarized as follows: “Debentures to a total face 
value of $30,000,000 (total issue $75,000,000) will be convertible, at the option 
of the holder, into common stock, class ‘A.’” In making conversion, debentures 
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Change of conversion ratio, as maturity approaches: 
Chesapeake & Ohio Convertible 5’s——Another type of con- 
version privilege was found in the case of Chesapeake & Ohio 
Ry. Convertible 30 Year Secured 5’s, due in 1946. These 
bonds were convertible into common stock at 75 until April 1, 
1920, at 80 from 1920 to 1923, at 90 from 1923 to 1926, 
and.at par from April 1, 1926, to April 1, 1936. On February 
19, 1925, the stock averaged to sell at 11834. It is at once 
apparent that the conversion feature had already operated to 
raise the value of the bonds over their normal, or yield, 
value.* In fact, one would expect the bonds at that time to 


TIO. 375 
° 


have sold at 131.53 ( that is, They actually sold 


at 131.25. The difference between actual price, and conver- 
sion or computed price, is negligible, and may be explained in 
part by the necessity for taking average prices for the day as 
compared to the actual price at a given instant. Furthermore, 
the time element and the question of a selling or a buying 
commission will at all times permit a slight spread between the 
actual and the theoretical price of convertible bonds. 
Where the conversion ratio changes as the bond nears 
maturity, the value of the privilege to the bondholder de- 





shall be valued at face value, and stock at $30 per share until a total of 
$5,000,000 debentures shall have been converted. The conversion value per 
share of stock for each succeeding $5,000,000, debentures converted thereafter 
shall be as follows: $35, $40, $50, $60, and $70, respectively. The holder of 
debentures would make a profit should the stock cross $30. In order to benefit 
by the low conversion price of 30, however, the bondholder would have to be 
among the first to convert, as only $5,000,000 of debentures were convertible 
at $30. On September 12 it was announced that the first $5,000,000 debentures 
had been presented for conversion. (Chronicle, Vol. 121, p. 1351.) Up to this 
time the stock had sold as high as 31, although averaging to sell somewhat 
under 30. By October ro it appears that $10,000,000 more debentures had been 
converted. (Chronicle, Vol. 121, p. 1794), the last $5,000,000 of which were con- 
verted at 40. The highest price at which the stock had sold up to this time 
was 40%4. It is apparent that the desire to be included in the “next” $5,000,000 
group would at any time urge the bondholder to convert somewhat before the 
stock actually sold at the conversion point, although not if it were selling sub- 
stantially below it. Such conversion operations anticipate a subsequent appre- 
ciation in the price of the stock to a point above the conversion price. The 
preceding discussion assumes that the bonds did not fluctuate very far from 100. 
The price range for the entire period the bonds were outstanding, from time of 
issue to October 10, was 94 and roo. 

18 At this time high grade railroad bonds were selling to yield about 5 per 
cent. Thus, without the conversion feature, these bonds would not, in such a 
market, sell at a price very far from par. 
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creases somewhat. ‘This may be illustrated if we assume that 
the stock just referred to sold at a price no higher than go 
prior to April 1, 1926, and advanced to 100 thereafter. The 
change in conversion ratio on April 1, 1926, would have pre- 
vented such profit as might have accrued from a subsequent 
advance in price above 90 (assuming, of course, that the bonds 
were to sell approximately at par on the basis of their yield). 
In any event, such holders as failed to convert or to sell their 
bonds before April 1, 1926, suffered a distinct loss through 
their negligence. In general, therefore, if the price ratio is 
automatically raised as the bonds approach maturity, it means 
that the market price of the stock must increase at a more 
rapid rate, in order to make conversion profitable, than would 
be the case if the ratio of conversion was not raised throughout 
the life of the bond. 

Conversion with callable feature——The presence of a call- 
able clause in a convertible bond likewise lessens its value. In 
the case of the Chesapeake & Ohio bonds just referred to, for 
example, there was a clause giving the company the right to 
call the issue as a whole at 105, on or before April 1, 1929, 
and thereafter at par, upon 60 days’ notice. It is true that 
the company, in the event of exercising the call privilege, was 
required to give the holder 60 days’ notice, thus allowing him 
time in which to convert if he so desired. While this situation 
afforded the bondholder some protection, it did not, on the 
other hand, prevent the company from taking away the con- 
version privilege entirely by calling the issue at 105 and 
accrued interest on October 1, 1926, thus taking away further 
benefits which might accrue from a subsequent rise in the price 
of the stock. 

Bonds with detachable purchase warrants.—Another 
method by which the bondholder may be given a “‘call” on the 
stock of a company and thereby be allowed to participate in 
its future growth is by means of purchase warrants attached 
to the bond. Thus the original purchaser of a $1,000, Sinking 
Fund Gold 8 per cent bond of the Pathé Exchange, Inc., in 
1921 received also a detachable warrant entitling the holder 
to purchase at any time before the close of business September 
I, 1931, 40 shares of class “‘A’’ common stock at $25 per 
share. This right had no value at the time the bonds were 
put out, since the stock was then selling below $25 per share. 
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The writer recalls the expression of surprise that came over 
the face of an elderly lady who came to his office one day in 
August, 1925, and, upon inquiring whether a certain piece of 
paper which she handed to him had any value, learned its 
real value. Upon examination the document proved to be a 
detachable warrant entitling the holder to purchase 40 shares 
of class ‘‘A”’ stock of Pathé, Inc., at $25 a share. The market 
quotation for the stock at that time was $80 per share. Her 
warrant was worth approximately $2,200. 

The value of purchase warrants depends, therefore, on the 
future prospects for an advance in the value of the stock of 
the issuing company. A corporation generally issues such 
bonds only when its credit is not especially high. At such times 
additional attractions must be given to prospective investors, 
if they are to be induced to purchase the bonds of the company 
at a price at all satisfactory to the issuing corporation. The 
speculative value attaching to the warrants is used as a means 
of ‘sweetening’ an otherwise risky investment, for, if, and 
when, the stock advances to a point above the price at which 
new stock can be purchased from the company, then the de- 
tachable warrant has a value. The holder of the bond may 
obtain this profit either by buying shares of stock from the 
company, or else by selling his warrant (which is usually trans- 
ferable) on the market. 

Stabilized bonds.—Our discussion of special types of bonds 
would be incomplete if we failed to devote some attention to 
an innovation in bond financing known as the stabilized bond. 
The first important use of this type of bond was made in 1925 
by the Rand Kardex Company.%* The attention which we 
devote to this type of bond is warranted, not so much because 
of its relative importance among corporate issues, as on 
account of the novel ideas incorporated therein. In our 
discussion of this bond, therefore, we will attempt to 
reiterate some of the more important influences which 
affect the position of bondholders as a class. We refer 





14 This bond is fully described in an article appearing in the Annalist, No- 
vember 13, 1925, written by Prof. Irving Fisher of Yale University. Prof, 
Fisher is a strong advocate of a stabilized dollar. See Fisher, Irving, “Stabiliz- 
ing the Dollar,” 1920, Macmillan Co., New York; and “Our Unstable Dollar 
and the So- Called Business Cycle,” Journal of the American Statistical A ssocia- 
tion, June, 1925, p. 179 ff. 
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here to those influences which result from changes in the price 
level and which affect the bondholder quite independent of the 
changes in the financial position of any ¢ given company. 

The student in economics is familiar with the wide fluctua- 
tions which have occurred in the purchasing power of the 
dollar from 1865 to 1925. If we start with a 1913 dollar 
as worth 100 cents, an examination of commodity prices in 
1865 as compared to 1913 would prove to our satisfaction 
that our dollar was then worth but 40 cents. In 1896, how- 
ever, it would have been worth 150 cents, whereas in 1920 it 
would have again declined to the point where it was worth 
only about 40 cents. To-day we find that it is worth around 
63 cents. It will be observed that we have measured the value 
of the 1913 dollar in terms of purchasing power; for, after all, 
that is what most people are interested in. The bondholder, as 
we see, is paid in dollars, which, from year to year, vary widely 
in purchasing power. The essential aim of the stabilized bond 
is to eliminate the risks arising from this situation. 

Rand Kardex Stabilized 7’s.—No better description of the 
manner in which the Rand Kardex Company expected to 
eliminate investment losses resulting from fluctuations in price 
levels can be given than that appearing in the bond contract 
under which these bonds were issued. Here we find the fol- 
lowing pertinent agreements made with the purchaser of the 


bond: 


The Rand Kardex Company, for value received, hereby promises 
to pay the registered holder hereof on the first day of July, 1955 (place 
of payment), such sum of money as shall possess the present purchasing 
power of one thousand dollars ($1,000) with interest thereon at the 
rate of 7 per cent per annum, payable quarterly (dates), in such sums 
as shall, at the respective times of payment, equal in purchasing power 
one and seventy-five one hundredths per cent (1.75%) of said purchas- 
ing power of one thousand dollars ($1,000), all to be based upon 
an index number of the prices of commodities defined and fixed in ac- 
cordance with the amplified statement below. . . . 

The index number of the prices and commodities employed hereunder 
shall be the well-known index number of wholesale prices of the United 
States Bureau of Labor Statistics as published each month, subject to 
such modifications, amplifications, and changes of method in making 
and computing the same as shall, or may, be made by said bureau from 


time to time. 
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If as of any date, the index number of the prices of commodities 
shall remain at approximately the present level, that is to say, if it does 
not rise or fall as much as one-tenth part of the level fixed as of July 1, 
1925, i.e., 157.5, then the amount to be paid as principal shall be one 
thousand dollars ($1,000) ; and the amount to be paid as interest on 
any quarterly interest date shall be seventeen dollars and fifty cents 
($17.50). 

In case the index number as of any due date shall be found to be more 
or less than that fixed for July 1, 1925, by as much as one-tenth part 
of said index number of July 1, 1925, then, for every full one-tenth 
rise or fall of said index number, there shall be added or subtracted, 
respectively, one-tenth of the payment then due, said one-tenth being 
$1.75 for any quarterly payment of interest and $100 for the prin- 
cipal sum. 


The preceding description does not cover the entire bond 
contract, but reproduces those parts which have an essential 
bearing on the methods to be employed in computing the 
amount of interest due at any interest date and the amount 
of principal due at maturity. Undoubtedly this type of bond 
has many advantages, but it is doubtful that it will play an 
important part in American finance in the immediate future. 
The uncertainty as to what the fixed obligations of the issuing 
company will be in any year, and especially the uncertainty as 
to what principal payment it will have to make at maturity, 
will probably deter corporations from issuing such bonds. 
And, so far as the investing public is concerned, it is difficult 
to overcome the psychological fact that a dollar is a dollar, 
regardless of what it will purchase. The average investor, 
whatever the economics of the situation are, is quite apt to 
look upon a reduction of, say, 50 per cent in current interest 
and principal, even though measured in terms of dollars that 
have appreciated in value, as a distinct loss. Therefore, any 
large sale for such bonds in the American market is doubtful. 

Summary.—Our purpose in this chapter has been to cover 
certain special classes of bonds, or special aspects of typical 
bond contracts that deserve more consideration than could be 
given in the preceding chapters. The call feature, or right to 
redeem, usually works to the advantage of the issuing corpora- 
tion and to the disadvantage of the purchaser, although in 
some instances the premium which the corporation is required 
to pay results in a profit to the purchaser. The conversion 
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feature, on the other hand, is designed to let the bondholder 
participate in the future success of the company in cases when 
this comes. While generally offered through some form of 
conversion rights, the use of detachable warrants carrying the 
right to purchase the stock of a company at a specified price 
is becoming more common. The stabilized bond is a unique 
experiment in American finance and is designed to eliminate 
the risk which investors now incur through fluctuations in the 
purchasing power of the dollar. The future of this type of 
bond is at present uncertain, although it focuses attention on 
a real problem that confronts every investor. 


CHAPTER X 
PREFERRED STOCKS 


Development of preferred stocks.—The fundamental dis- 
tinction between bonds and stocks is clear: the former are 
contractual obligations to pay a certain sum of money and 
interest at a definite rate and at the times set forth in the con- 
tract. Stocks, on the other hand, evidence ownership rights 
to participate in the earnings and management of the corpora- 
tion. Simple as this distinction appears, the evolutionary 
process which has gone on in corporation finance has resulted 
in the emergence of securities which are more or less intermedi- 
ate between purely contractual obligations, on the one hand, and 
outright evidences of ownership on the other. The income bond, 
it will be recalled, can hardly be designated a full contractual 
obligation, for the payment of interest is generally contingent 
on the earnings which the corporation can produce. Preferred 
stocks are on the other side of our dividing line, yet they are 
not, strictly speaking, ownership securities. In the main, their 
rights to participate in the earnings of the company are quite 
definitely limited and not infrequently their right to vote at 
stockholders’ meetings is denied or limited. 

There are various reasons for the existence of preferred 
stocks in American finance. In the first place, there is always 
a strong motive for the issuance of such securities when a finan- 
cial reorganization becomes necessary. At such times it 
becomes essential to reduce fixed charges, and this is often 
done by requiring the junior bondholders to accept preferred 
stock in lieu of their bonds. In this way fixed charges are 
converted into contingent charges, yet the former bondholders 
are given a prior claim on earnings. But the development 





1A study of almost any of the important railroad reorganizations will illus- 
trate this tendency. See Daggett, Stuart, “Railroad Reorganization,” and also 


Ripley, W. Z., “Railroads, Finance and Organization,” 1915, Longmans, Green 
& Co. 
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of preferred stock issues is by no means confined to reorganiza- 
tion finance. At the time of the great industrial consolidations 
which occurred in this country between 1900 and 1910, it was 
customary to issue bonds and preferred stock up to the value 
of the physical property and to issue common stock on the 
basis of anticipated earning power. 

Preferred stocks a convenient method of corporate financ- 
ing.—During recent years there has been a steady output of 
preferred stocks in connection with public utility financing, 
although preferred stocks have been issued on a large scale 
by industrial concerns as well. Some idea of the more recent 
tendencies in this respect may be had from the table on page 208. 

There are two reasons for the growing popularity of this 
type of financing. Let us consider the situation first from the 
corporate standpoint. It is quite natural for the present 
owners of a corporation, the common stockholders, to seek 
means of expansion that do not involve a thinning of their 
present equity. This may be accomplished by the issuance of 
bonds, to be sure; but this procedure results in burdening the 
corporation with fixed charges which may, sooner or later, 
jeopardize the common stock equity. The issuance of pre- 
ferred stock, on the other hand, accomplishes everything that 
a bond issue will accomplish, yet creates a contingent, not a 
fixed, charge against the corporate earnings. Additional funds 
are secured and the return promised to the investor is strictly 
limited, yet, if the dividend obligations are not met, the stock- 
holders can take no action against the corporation. It is true 
that many corporations which secure additional funds by means 
of bond issues or preferred stock issues might have sold more 
common stock and thus secured the necessary capital without 
incurring either a fixed or a contingent claim against the cor- 
porate earnings. In many cases this is good corporate policy, 
especially where the business risks of the company are high. 
On the other hand, where earnings do not fluctuate widely, 
and where business risk is low, as is the case with utilities and 
railroads, it is to the advantage of the present stockholders 
to finance by means of fixed interest bearing obligations, so 
long as the rate of earnings on new capital exceeds that 
promised on the capital borrowed. If a corporation with a 
present capital structure, consisting of $1,000,000 of capital 
stock and $1,000,000 of 6 per cent bonds, is able to earn on 
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its invested capital at the rate of ro per cent, it is obvious 
that the common stockholder gets a return of 14 per cent. 
If the total investment of $2,000,000 earns 10 per cent, then 
the total return is $200,000. After 6 per cent is deducted 
as bond interest, there remains $140,000 for the stock, or $14 
per share, par value $100. If the directors of the corporation 
are confident that another million of capital invested will be 
able to earn at the current rate of 10 per cent, an additional 
earning capacity of $4 per share will be forthcoming for the 
common stock, if this capital can be secured by issuing more 
6 per cent bonds, or $3 per share, if 7 per cent preferred stock 
is sold. In any event “‘per share” earnings cannot be increased 
by selling more common stock at par, for the amount of stock 
increases as rapidly as earnings. 

The advantage of issuing preferred stock lies in the fact 
that the company does not assume a fixed obligation. The 
disadvantage, from the corporation’s standpoint, comes from 
the somewhat higher return that must be paid on preferred 
stock as compared with a bond issue. Preferred stocks, as a 
group, have higher investment risks than bonds. This is but 
natural, in view of the lack of a contractual promise to pay 
either interest or principal, and also of the fact that preferred 
stocks are frequently preceded by bonds or notes, and are 
always preceded by current liabilities. Furthermore, pre- 
ferred stocks, although they may be accompanied by sinking 
fund provisions, are never issued with a definite maturity date. 
It would be contrary to the very nature of stock to issue it in 
such form. Should the investor who buys preferred stocks de- 
sire eventually to get back the principal sum he invests he must 
rely either on disposing of his security to some other pur- 
chaser, or of having his stock called. Lacking, as it does, a 
definite contractual promise of the corporation to pay either 
dividends or principal, preferred stock occupies a position, in 
the event of default, even less desirable than that of the un- 
secured creditors of the corporation. Preferred stockholders 
have no contractual claim against the corporation. Their 
equities, as well as those of the common holder, must be used 
without limit to satisfy the creditors, and only what is left 
after complete satisfaction of all prior claims can be con- 
sidered the property of the preferred holder. There are occa- 
sions where the bondholders and other creditors seek addi- 
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tional cash for the reorganized corporation. Rather than sup- 
ply this themselves they frequently make concessions to the 
preferred and common stockholders, provided they will supply 
such funds. It cannot be said, however, that such concessions 
add particularly to the position of preferred stock in times of 
financial stress. 

Preferred stocks, appeal of, because of yield—So much 
for the motives which urge the corporation to issue preferred 
stock when in need of funds. Since it is impossible for the 
corporation, either directly or through investment bankers, to 
float securities that are not in public demand, a complete ex- 
planation of the growth of this type of security requires an 
analysis of the public’s attitude toward preferred stocks. As 
already stated, preferred stock issues promise a greater current 
return than bonds. At first glance they seem to offer the pre- 
requisites of a safe investment—security and regularity of 
income and safety of principal. They also offer comparative 
freedom from care. While not as safe as bonds, they appeal 
to a large group of investors who seek a somewhat higher 
return than bonds offer.? It is this differential which has 
played so important a part in stimulating the sale of preferred 
stocks during the past dozen years, especially from 1917 on. 
The rapid rise in prices after that year reacted most unfavor- 
ably on the so-called “fixed income” receiver; the person, for 
example, who was dependent on the income from invested 





2 The average differential in yield between high grade industrial bonds. and 
preferred stocks from 1910 to 1925 is shown in the following table: 


AVERAGE YIELD ON HIGH GRADE INDUSTRIAL BONDS AND 
PREFERRED STOCKS 


(From Annual Statistical Bulletin, 1926, Standard Statistics Co.) 


—AVERAGE YIELD— —AVERAGE YIELD— 


Ind. Pref. -Differ- Ind. Pref. Differ- 
Year Bonds Stocks ential Year Bonds Stocks ential 
TOLON 4.83 6.30 1.47 TOL Si verehstes 5.45 6.70 1.25 
DONT aero cee 4.78 6.28 1.50 VOLO wears 5.40 6.31 OI 
TOU2. toe se 4.81 6.27 1.46 TO2ZOW deeterste 6.01 6.79 78 
ONY ett TF 4.99 6.56 1.57 POQTY Agar te 5.96 6.80 84 
TOUA rey 4.93 6.49 1.56 LOO 2a raee eee 5-27 6.14 -93 
LOUS Ge ume 4.97 6.48 1.51 KO 23 tuaverea 5.26 6.12 86 
LOU Gaver 4.89 6.19 1.30 LOZAMer arte 5.21 6.08 87 


LOM 7a cena 5.09 6.42 1.33 TO 25s vets 5.06 5:90 84. 
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funds. As prices and living costs mounted rapidly a real prob- 
lem was created for many persons who formerly lived com- 
fortably on the income from their invested funds. In such 
cases, it was generally impossible to increase the principal sum, 
so the only remaining solution was to increase the income from 
such funds. A partial solution lay in the shift of investments 
from bonds to preferred stocks. The extent to which this 
actually occurred cannot be measured statistically. This move- 
ment, however, has been generally recognized by investment 
banking houses, and direct evidence of the increasing popu- 
larity of preferred stocks during this period is found in the 
table in note 2, on page 210. Referring to this table one notes 
a decided narrowing of the margin between the yield on pre- 
ferred stocks and bonds after 1918. The margin of differen- 
tial dropped from a fairly constant level of about 1.5 per cent 
(O1-30) Pe Cent 10 +1 O16) (7.43 -percent.in’ 19177, and=1:25.per 
cent in 1918. The margin again dropped in 1919 to less than 
I per cent and remained below this point until 1925.3 

Preferred stockholder and changes in price level.—It is a 
question whether this shift has proved, on the whole, a 
profitable one. A slight increase in yield has been gained, to 
be sure. Yet this does not answer the question fully. If the 
investment risk, measured by actual principal and dividend 
losses over a wide group of preferred stocks, is less than that 
indicated by the additional yield, then the shift has been at 
least partially profitable.* Yet preferred stocks, unless par- 
ticipating, are subject to thé same influences that make bonds 
a poor medium of investment during periods of rising prices. 
They are fixed income bearing obligations and, except for a 
very slight improvement in their credit status at such times, they 
fail to appreciate with rising prices in the same way that com- 
mon stocks do. It is no hedge for the investor to diversify 
between bonds and preferred stocks, with the idea of protect- 
ing himself against changes in the price level. The division 
must be made between bonds or preferred stocks, on the one 
hand, and common stocks, on the other. 

Preferred stock contract——Preferred stocks, unlike bonds, 
require no. indenture. The authority under which the corpora- 








3 Recent data on the amounts of various classes of securities floated in this 
country from 1921 to 1927 are shown in the table on p. 208. 
4¥For further discussion of this point see p. 229. 
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tion issues preferred stock is found either in the original or 
the amended corporate charter. Here also are found all the 
various agreements which the corporation makes with the pre- 
ferred holders. The following extract, taken from the 
Amended Charter of the Spicer Manufacturing Company, 
illustrates the manner in which this agreement is ordinarily 
set forth. 


DESCRIPTION OF PREFERRED STOCK 


The charter of the corporation, as amended, provides, among other 
things, substantially as follows: 


(a) The preferred stock shall be entitled to 8% cumulative dividends, 
payable quarterly on the first days of January, April, July, and October 
of each year, and shall be redeemable in whole or in part at any time 
after three years from the issue thereof on any dividend payment date 
on not less than 30 days’ notice at 110 and accumulated and unpaid 
dividends thereon. 

(b) Except as otherwise required by the Statutes of the State of 
Virginia the holder of the preferred stock shall have no voting power 
unless and until default shall be made in the payment of two quarterly 
dividends thereon and thereafter until such default and all defaults 
subsequent thereto shall have been made good, the entire voting power 
shall be vested in the holders of the preferred stock. Otherwise, the 
entire voting power shall be vested exclusively in the holders of the 
common stock. 

(c) Preferred stock in excess of $3,000,000 par value will not be 
issued unless the net earnings applicable to dividends for 12 out of the 
14 months immediately preceding shall be at least equivalent to 214 
times the dividends on the outstanding preferred stock, plus the amount 
of preferred stock to be issued. 

(d) Preferred stock shall not be issued for property unless the par 
value of the stock does not exceed 80% of the appraised value of the 
net tangible assets to be acquired. 

(e) No mortgage shall be placed on the properties of the corporation 
or of the subsidiary or affiliated company, or any preferred stock issued 
on a parity with, or having preference over, the preferred stock if the 
holders of one-third of the issued and outstanding preferred stock object 
at a meeting called and held for the purpose. 

(f) On or before the first of January, 1921, a sinking fund is to 
be established and maintained for the purchase of the preferred stock; 
payments to which sinking fund for the first five years shall be at least 
equivalent in each year to 3% of the largest amount of preferred stock 
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outstanding, and thereafter at least equivalent to 5% of the largest 
amount of preferred stock outstanding. 

(g) The preferred stock to be preferred as to assets on liquidation 
or dissolution to the extent of 100% of its par value, together with 
accumulated and unpaid dividends thereon; if such liquidation or dis- 
solution be voluntary, however, the holders of the preferred stock shall 
be entitled to receive a further amount equal to 10% of its par value. 

(h) No dividends shall be paid on the common stock until after 
payment, or provision made for payment, of preferred stock dividend, 
and unless quick assets less all debts maturing one year or less equal 
the amount of the preferred stock outstanding. 


While there is a wide variation in the contract provisions sur- 
rounding the preferred stocks of different corporations, one 
must constantly bear in mind the difference between the pre- 
ferred stock contract and the bond contract in which the cor- 
poration agrees specifically to perform certain acts, failure to 
perform which gives the bondholders recourse against the 
corporation. 

Bonds versus Preferred Stock.—Preferred stock cannot be 
raised to the status of bonds. It is this fundamental dif- 
ference between credit and ownership instruments of a cor- 
poration which makes‘it necessary to draw a sharp distinction 
between bonds, on the one hand, and stocks, on the other, 
whether the latter be prior preferred, preferred, or common. 
Despite the fact that corporations, independently, or on the 
advice of the invéstment bankers who sell their issues, have 
frequently attempted to raise the investment status of their 
preferred stocks by entering into elaborate contracts with the 
preferred holder, specifying exactly what preferences he should 
have, and limiting the common stockholder in respect to the 
exercise of some of his rights, especially those pertaining to 
the payment of dividends until the preferred holder’s financial 
position is secured, the fundamental nature of preferred stocks 
nevertheless remains the same. Such securities are not based 
on a definite contract whereby the corporation agrees to pay 
dividends, nor is there any specified maturity date at which 
time the original investment or principal sum is paid back to 
the stockholder.© The preferred holder is, in fact, a part 





5 This is not strictly true. A limited number of preferred stock issues contain 
agreements under which the corporation sets aside sinking funds for redeeming 
the preferred stock within a specified period. 
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owner in the enterprise, and if he fails to receive dividends, 
or if any other aspect of the contract cannot be lived up to, 
he has no recourse. 

Types of preferred stock.—Having established the funda- 
mental distinction between bonds and stocks, whether the latter 
be preferred or common, we may now proceed to examine 
more closely the nature of preferred stocks in contrast to 
common stocks, as well as the more important types of pre- 
ferred stocks commonly found in the securities markets. This 
last question will require us to examine in some detail the 
nature of the preferred stock contract in selected cases. 

In a legal sense there is no difference between preferred and 
common stocks, in that both represent evidences of ownership 
in a corporation. It thus occurs that, in any suit brought by 
a preferred stockholder in which he attempts to press his rights 
or preferences over the common stockholder, he must furnish 
evidence of the special rights which he claims; otherwise no 
distinction will be recognized.® 

Noncumulative preferred stock.—The simplest, and per- 
haps the earliest, type of preferred stock is one which gives 
the holder thereof preference up to a specified amount, in 
respect to such dividends as the directors of the corporation 
may declare in any given year. No specific mention is made 
that, in case the dividend is not paid in any year, it shall be- 
come cumulative, that is, that it must eventually be paid before 
the common stockholder may receive a dividend. Nor are any 
restrictions set up as to how the business shall be run. Such 
stock may be voting or nonvoting. 

The advantage of this type of security over common stock 
lies in the supposed regularity of dividends resulting from the 
prior claim which the holders are given to earnings as con- 
trasted with the claims of the common holder. The disad- 
vantages attaching to this kind of preferred stock come from 
the fact that such stock may not participate in the earnings 
of the corporation above the specified dividend rate. Thus, in 





® Roger v. New York, etc., Land Co., 1892, 134 N. Y. 197. “The agreement 
(the right of the preferred stock) is ascertained from the contract, reports, 
resolutions, conveyances, etc.” Hacket v. Northern, etc., Railway, (1905) 140 
Fed. 717. “In a suit by a preferred holder, he must allege the character of his 
preference.” 
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cases where the company becomes highly successful, the pre- 
ferred stockholder continues to receive his old rate of divi- 
dends and enjoys only the relatively small advantage of having 
the investment rating of his stock raised somewhat. The real 
gains all go to the common stockholder. Furthermore, this 
very financial success may be the result of sacrifices which the 
preferred holder has been compelled to make. For instance, 
the mere fact that the preferred dividend is earned in any 
year is no reason why it must be paid. It is conceivable that 
the directors may elect not to declare any dividends in a given 
year, or for several years, even though earnings are shown 
on the books of the corporation.’ In this way the property 
account and surplus of a company may be substantially in- 
creased at the expense of the preferred holder, who fails to 
receive any dividends during this period of growth. The 
result of this is an increase in the value of the common stock 
investment without a corresponding gain to the preferred 
holder. 

_ Case of Southern Railway preferred.—This is exactly what 
has recently happened in the case of the Southern Railway 
Company. The preferred stock of this company is noncumula- 
tive and has had, until recently, a checkered experience in 
respect to dividends. ‘The directors of the company declared 
varying dividends on the stock up to 1923, frequently declar- 
ing less than was actually earned. In fact, during certain years 
prior to this time, no dividends were paid at all, although net 
earnings were in excess of the entire preferred dividend re- 
quirements. The directors used surplus earnings that might 
have been declared as preferred dividends in building up the 
road’s properties, until, in 1923, the earnings of the road were 
ample to pay dividends on both preferred and common stocks.* 








7It is true that even minority stockholders may compel the payment of divi- 
dends in a case where earnings are very large and where the payment of 
dividends clearly will not jeopardize the cash position of the company. A 
court of equity, while not willing to substitute its judgment for that of the 
directors, will not permit a minority interest, or preferred stockholders who may 
constitute a minority interest, to suffer from fraudulent action on the part of a 
board of directors. This protection is of little value, however, for it is extremely 
dificult to prove fraud and the courts consistently refuse to substitute their 
judgment for that of the directors in matters pertaining to the declaration of 
dividends. 

8 The following table presents the earnings of the Southern Railway Com- 
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Since 1923 the full preferred dividend has been paid as well 
as liberal dividends on the common stock. The holders of the 
preferred stock in 1924 brought suit against the company, 
claiming some $29,000,000 of back dividends which had been 
earned but not paid. The Court held, however, that ‘‘the 
contract here does not give preferred stockholders a fixed 
dividend chargeable upon the profits of each and every year, 
irrespective of a declaration of dividends by the board, and 
hence does not create in favor of the preferred stockholder 
an obligation upon the company which places the company 
under a continuing liability to him for a percentage of earnings 
made and not paid in any one year. This is the effect here 
of the phrase ‘noncumulative’ as determined by other provi- 
sions accompanying its use and by language serving to show 
what it should be taken to mean. . . . I am of the opinion 
upon the whole case that, when the directors of the Southern 
Railway failed to declare dividends for the benefit of the pre- 
ferred stockholders in any year in which earnings were sufh- 
cient for that purpose and in bona fide exercise of their discre- 
tion allowed those earnings not declared as dividends to be 
used for general corporate purposes as they deemed best, such 





pany available for dividends from 1912 to 1924, the preferred dividend require- 
ments, the amount paid, and the amount that was earned and not paid. 


DIVIDENDS AND EARNINGS—SOUTHERN RAILWAY CO. 


Net Preferred Preferred Earned and 
Year Earnings Requirements Dividends Not Paid 

(Year OPK Secciase $17,769,140 $3,000,000 $3,000,000 none 

ended TQZ3 Mate ct 15,136,998 3,000,000 3,000,000 none 
Dec.3 0) 19220 ae 8,823,797 3,000,000 1,500,000 $1,500,000 
LOL ra 2,019,370 3,000,000 none 2,019,370 

T920aN- Ce es 1,220,514 3,000,000 1,500,000 none 

OP GY Goonnay 5,360,587 3,000,000 3,000,000 none 

TOUS seers cits 4,795,852 3,000,000 3,000,000 none 
(Year TOI! fae e 13,917,205 3,000,000 1,500,000 1,500,000 
ended HOMO siondety 11,324,664 3,000,000 none 3,000,000 
Junes 30) 19160520 9,245,703 3,000,000 none 3,000,000 
OG aHeoods 1,523,396 3,000,000 none 1,523,396 
TOIG eee, 4)7475777 3,000,000 2,700,000 300,000 

TOUZ Monee 7,029,965 3,000,000 3,000,000 none 
YOI2 Te eos 6,718,128 3,000,000 2,700,000 300,000 


It should also be borne in mind that the company had a sizable surplus on its 
books, so that the directors had no excuse for omitting dividends on the ground 


that the payment would result in capital impairment. 
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failure to declare a dividend settled the question as to the right 
of any class of stockholders to demand payment out of the 
then existing or future earnings of the railroad company for 
any such past dividend.” ® 

Legal distinction between noncumulative and cumulative 
stock clear.—The judge stated, in arriving at his decision, that 
the disposal of net earnings was a function of the board of 
directors, and that the decision of the board must be accepted 
unless proved oppressive or fraudulent. In this decision the 
accepted difference between cumulative and noncumulative pre- 
ferred stock was maintained. In an effort, however, clearly 
to ascertain the accepted distinction, the judge sitting in the 
case not only examined closely the charter of the corporation 
but also studied authorities who wrote at the time the stock 
was originally issued in 1894. The conclusion, derived from 
a study of such authorities as Machen, Thompson, and Cook, 
was that the word “cumulative” means that dividends which 
might be paid out as earnings, but which are not so paid, shall 
be carried over from year to year, but, eventually, must be 
paid before dividends can be paid on the common stock. 
‘Noncumulative” means that the right to the dividend is meas- 
ured by the action of the board of directors in any one year 
and that the failure to declare the dividend in any one year 
prevents it from accumulating in subsequent years as a further 
charge on the current or subsequent earnings of the company. 
The charter of the corporation, in so far as it relates to the 
preferred stock contract, supports these conclusions. 


The preferred stock is entitled to the following preferences and to 
no other, namely; 

In each and every fiscal year after the first of July, 1895, to receive 
noncumulative dividends at and up to the rate of 5% per annum in 
preference and priority to the payment of any dividend on the common 
stock in such fiscal year, but only from the net profits of the company 
as such shall be fixed and determined by the board of directors, and 
only when and as such board shall declare dividends therefrom; but, 
notwithstanding the preference hereby declared, if after providing for 
the payment of dividends for any fiscal year on the preferred stock out- 
standing in such year, there shall remain a surplus of net profits of such 





9 Norwich Water Power Co. v. So. Ry. Crump. Rirh., Va., June 27, 1925, 
quoted in Commercial and Financial Chronicle, Vol. 121, pp. 71, 72. 


218 INVESTMENT PRINCIPLES AND PRACTICES 


year, the board of directors may declare and pay dividends upon any 
other stock of the company for such year out of such surplus net profits. 


Two other cases dealing with this same question were cited 
during the proceedings. The first was that of Nickals v. N. 
Vij; Lien & WR. oR. Company, go-Whs: 363 50 eediieain 
which the decision was against the preferred stockholders. 
The other case cited was that of Moran v. U. S. Cast Iron 
Pipe & Foundry Company, (1923) 95 N. J. Eq. 389. The 
decision in the latter case, on the contrary, was favorable to 
the preferred stockholders. Here it was held that dividends 
on noncumulative preferred stock might constitute a claim upon 
earnings in subsequent years. The theory in this case was to 
the effect that when the corporation failed to declare dividends 
out of earnings in any year, but put such earnings back into 
the property, an obligation was created which must be dis- 
charged before “common”’ dividends could be paid. The con- 
flict between the earlier cases and the New Jersey case, how- 
ever, was apparently created by the existence of a New Jersey 
statute which permits a corporation to accumulate and set 
apart a surplus or reserve fund from earnings to meet divi- 
dends, whether cumulative or noncumulative. On the basis of 
this statute, the New Jersey courts lean to the theory that pre- 
ferred stockholders have a claim on the corporation for the 
amount of the preferred dividend during years when the cor- 
poration earns the dividend.*® 

As a general proposition there are no strong grounds on 
which the preferred stockholder may reasonably expect to 
receive unpaid dividends on noncumulative preferred stock. 
This applies whether or not earnings are present during the 
years when no dividends are declared. Noncumulative pre- 
ferred stock, therefore, constitutes a decidedly weak type of 
security. Dividends once passed are forever lost. Also, if 
passed when earned, the common stockholder benefits at the 
expense of the preferred holder. 

Cumulative preferred stock.—A situation such as that ex- 
isting in the case of the Southern Railway is unfortunate for 
the preferred stockholder. Contrasted with the moral duty 





10 For a good short discussion of the principal points involved in these cases 
see Harvard Business Review, Vol. 4, pp. 495-500, “Legal Status of Noncumu- 
lative Preferred Stock.” The preceding discussion is based in part on this article, 
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to declare noncumulative preferred dividends when earned is 
the strong temptation to overdo a reconstruction program at 
the expense of the preferred stockholder. In this way the 
properties may be so thoroughly rehabilitated that, when pre- 
ferred dividends are declared, large dividends on the common 
stock become possible. It is apparent, therefore, that the 
presence of a cumulative feature in the preferred stock con- 
tract, which requires that such part of the specified preferred 
dividend as is not paid in any year shall cumulate and must 
be paid before any immediate or subsequent dividends may be 
paid on the common stock, adds distinctly to the position of 
the preferred stockholder. This is especially true, in that the 
existence of such a provision requires that unpaid dividends 
must cumulate whether earned or not in any year. In the 
case at hand such a provision would at least have made it 
necessary for the company to pay the equivalent of the full 
§ per cent on the preferred stock for all’back years before any 
dividends were paid on the common.” 

_ The case of Willys-Overland preferred.—The settlement 
which the holders of Willys-Overland preferred received in 
lieu of their accumulated dividends in December, 1925, will 
emphasize the relative positions of cumulative and noncumula- 
tive preferred stocks. In the case of the Willys Company 
dividends on its 7 per cent preferred stock were omitted during 
the years 1921 to 1924, inclusive, as well as during the first 
quarter of 1925. In fact, the company showed a heavy deficit 
for the years 1920, 1921, and 1922, although it showed earn- 
ings of $13,034,032 available for preferred dividends in 1923, 
and $2,086,646 in 1924, as contrasted to annual preferred 
dividend requirements of about $1,500,000. The year 1925 
proved prosperous for the company, however, earnings for 
that period approximating $11,500,000. As a result the 
directors sought some means of liquidating accumulated divi- 
dends on the preferred stock, amounting to $29.75 per share, 





11 Even this would not have given full protection, for, granting that accumu- 
lated dividends will eventually be paid, the preferred holder loses interest on 
them for every year they are held back. Thus, assume that a 7 per cent preferred 
stock has at the present time five years of accumulated dividends, amounting 
to a total par value of $35 per share, but that this will not be paid for five 


years. The present value will then be approximately 35 X ,or $24.92. 


Salt Poree 
(x + .07)5 
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in order that dividends might be resumed on the common. 
With this in mind they authorized, in December, 1925, a divi- 
dend of $29.75 on the 7 per cent cumulative preferred stock 
payable in common stock at $25 per share. In as much as 
the common stock was then selling at about $27 a share it 
is apparent that the preferred holder received the equiva- 
lent of $32.13 in cash for every share of preferred stock 
held.” 

Methods of liquidating cumulative dividends.—The method 
of liquidating accumulated preferred dividends just described 
is frequently used by corporations. It has advantages over 
a cash payment, in that the latter method frequently weakens 
the cash position of the corporation to such an extent that 
future dividends on either class of stock may be jeopardized. 
Where the back dividends are liquidated in stock, either pre- 
ferred or common, it is frequently possible to resume regular 
cash dividends on both classes of stock at the same time, and, 
if the preferred holder wants cash in lieu of the new stock, 
usually he can sell his additional stock in the market.** 

The cumulative feature, while it gives the stockholder real 
protection, is, however, quite different from the protection 
given the bondholder in case interest is defaulted. In the 
latter case positive legal action may be taken. In the former 
case the preferred holder can take no action, except in certain 
special cases to be discussed shortly, but must wait in the hope 
that eventually the company will improve its position to such 
an extent that preferred dividends can be paid. That this 
may be a long wait is proved by reference to such cases as 





12 Commercial and Financial Chronicle, Vol. 121, p. 2767 

13 Tt does not always happen that the directors act as liberally as in the case 
of Willys-Overland. Where large accumulations have piled up the directors, 
who frequently control the common stock, often try to induce the preferred 
holders to make some sacrifices, on the plea of an equitable adjustment, in order 
that dividends may be resumed on both classes of stock. Take the case of the 
old Interboro-Metropolitan 5 per cent cumulative preferred stock in r9r5. In 
order to give the common shareholders some chance to receive dividends, the 
preferred shareholders were asked to surrender their claim to unpaid dividends 
and to accept in lieu thereof new 6 per cent noncumulative preferred stock. 
As an inducement the directors offered to begin payment of dividends at once 
on the new stock. Regardless of their legal rights in a case of this kind the 
preferred stockholder is faced with the practical advantages of “having a bird 
in the hand rather than two in the bush.” The prospect of an immediate return 
usually induces the majority of preferred stockholders to accept terms of this 
nature, although they might, in a legal contest, get better terms. 
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the American Hide & Leather and the International Mercan- 
tile Marine Companies. In the case of the former company 
there were, on April 1, 1925, back dividends of 142% per 
cent accumulated on its preferred stocks. In the latter case, 
on May 15, 1927, the accumulations were 69 per cent." 

Preference as to assets.—In the case of preferred stock 
we find that, while preference is always given in respect to 
dividends, it may also be extended to include preferences as to 
assets. Where this idea is carried out, it is customary, in the 
event of involuntary dissolution, to give preference up to the 
par value of the stock only, whereas, in case of voluntary dis- 
solution, preference is usually given up to an amount in excess 
of par, say, 110. This difference, or premium, which is so 
specified, assures the full operation of a redemption clause 
where such is present. Such a distinction between voluntary 
and involuntary dissolution is particularly necessary, where the 
corporation is given the right to call or to redeem its preferred 
stock at a premium. Should the preferred holder be entitled 
to only $100, or par, in case of dissolution, either voluntary 
or involuntary, it would be a simple matter for the directors 
to vote to dissolve the corporation and to form a new one 
in order to retire the old stock at par. In this way they might, 
in effect, succeed in retiring the present preferred stock without 
the payment of any premium. On the other hand, where 
preference as to assets is not specifically set forth in the stock 
contract, the assumption is that preferred stock is preferred 
only in respect to dividends.*° 

It may at first appear that preference in respect to assets 





14 As a further sidelight on the position of the preferred holder, note the plan 
for reorganizing the American Hide & Leather Company, approved in March, 
1925. In substance this plan provided for reclassification of unissued preferred 
stock into 8 per cent prior preference stock, and for sale thereof to raise cash 
to purchase at par and cancel the 30,000 shares of the old preferred stock. 
In the plan, all accumulated dividends are to be wiped out and no allowance 
made therefor to the preferred holder. See Commercial and Financial Chronicle, 
Vol. 119, p. 1955. This plan was held up pending a suit by a group of preferred 
holders, but was approved by the N. J. Court of Error and Appeals, in May, 
1925. 

ie In a study made by A. S. Dewing in 1916, covering preferred stocks listed 

on the New York Stock Exchange, out of 41 preferred stock issues of 35 rail- 
roads only 4 were preferred as to assets, while out of 87 preferred stock issues of 
industrial concerns 56 were preferred as to assets in case of liquidation. See 
Dewing, Arthur S., “Financial Policy of Corporations,” Vol. I, p. 117, 1920, 
Ronald Press, New York. 
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is of distinct value to the holder of a preferred stock. ‘The 
idea is, of course, that such preference will afford him a real 
protection in respect to his original investment, or principal, 
in case of financial difficulties. Such is hardly the case, how- 
ever, for corporations, as a rule, do not liquidate their property 
except when they are in extreme financial difficulty, and then 
only after all other means for continuing the business have 
been exhausted. Long before this extreme condition has been 
reached it is more than probable that the assets of the com- 
pany will have been pledged or mortgaged, and that heavy 
bank loans will have been incurred which precede the preferred 
stock. Even where the assets are partially salvaged through 
receivership and reorganization, the preferred holders are 
usually required to make heavy sacrifices in order to re- 
habilitate the company. With this in mind we find in practice 
that preference as to assets may result in strengthening to 
some extent the preferred holder’s position, but that this is a 
long way from assuring him that anywhere near his original 
investment will be salvaged in case of financial reverses. 
Redeemable or callable preferred stock.—It frequently 
happens that preferred stocks are redeemable at some specified 
price, usually in excess of par. In fact, this provision is becom- 
ing increasingly common among new issues of preferred stocks, 
particularly public utilities.*° The reasons for the presence of 
this feature are very much the same as in the case of bonds. 
The corporation desires to leave the way open for retiring 
the issue at some subsequent date should the financial condition 
of the company so warrant. Where such redemption features 
are accompanied by a sinking fund clause, providing that the 
corporation shall lay aside so much each year out of earnings 
for retiring the preferred at the call price, we have a provision 
that may act to the advantage of the preferred holder, in that 
the equity behind the uncalled stock each year is increased as 
the total amount of the issue outstanding is decreased. Other- 
wise, the assumption is that the corporation will use the right 
to redeem its stock in much the same way that the callable 
feature is used to retire bonds. This provision is most likely 
to be exercised by the corporation at a time when interest rates 
are low and reinvestment difficult. The reasons for this are 





1€ [bid., p. 119. 
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the same as in the case of bond issues. Preferred stocks are 
in the nature of fixed obligations. If refinancing can be con- 
summated at a lower rate of interest, or at a lower rate of 
dividends in the case of preferred stock issues, then it is to 
the advantage of the corporation to call in high interest or 
dividend securities and replace them with bonds having a lower 
coupon rate, or preferred stocks with a lower dividend rate. 
Or, possibly, a long period of rising prices or easy money rates 
has so stimulated business and increased profits that the cor- 
poration finds it easy to retire its bonds or preferred stocks 
out of surplus. In either case, the contract runs in favor of 
the corporation and only in exceptional cases in favor of the 
investor. 

Voting rights and preferred stock.—The position of the 
preferred stockholder is sometimes jeopardized by withholding 
trom him the right to participate in the management of the 
corporation. Frequently the sole voting power of the cor- 
poration rests with the common stock, except in reference to 
matters that vitally affect the preferred stockholder, such as 
the borrowing of money through the issue of bonds or the 
authorization of more preferred stock. In other words, even 
though the preferred stockholder is supposedly a partner in 
the enterprise, and receives his investment return on this sup- 
position, he is, nevertheless, often excluded from all voice in 
the management of its affairs, except in respect to certain mat- 
ters which affect him in a very vital way. 

Even those provisions which give the preferred holder the 
right to vote on such matters as the issuance of bonds or subse- 
quent preferred stock may turn out to be of small value. This 
is especially true unless the directors of the corporation are 
at the same time prevented from incurring a large floating debt 
by means of heavy bank borrowing. In other words, if the 
directors incur a heavy floating debt, the proceeds from which 
are used largely for permanent improvements, the affairs of 
the company may eventually reach a stage where the preferred 
stockholders are obliged to approve an issue of bonds for fund- 
ing purposes in order to avoid unfriendly action, in the way 
of receivership proceedings, on the part of the banks, or short 
term creditors of the company. 

In other cases the preferred holder may have voting power 
equal to the common holder, or partial voting power. The 
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degree to which voting power is extended in a given case is, 
of course, a matter which may be determined only by reference 
to the by-laws of the corporation which set forth the preferred 
stock contract. 

Contingent voting rights——Where the preferred stock is 
not accorded the right to vote in the first instance a contingent 
right is frequently given. That is, voting control may pass 
to the preferred stock after a certain number of consecutive 
dividends have been passed. Thus, in the case of the F. W. 
Woolworth Company, the preferred stock contract provides 
that the common stock alone shall have voting power except 
after three quarterly dividends on the preferred stock shall 
have defaulted.17 The advantages of such contingent voting 
power may be more apparent than real. Coming as it does 
after dividends have been defaulted, it usually means that the 
preferred stockholders are handed the tiller after the boat has 
been run on the rocks. There are many instances at hand, 
among which must be included the Winchester Company and 
the Gorton Pew Fisheries, where the condition of the com- 
pany at the time the preferred holders came into voting con- 
trol was so hopeless that the preferred holders derived but 
little solace from their rights. 

Maintenance of liquid position.—Various other provisions 
that are sometimes used to protect the preferred holder refer 
to the liquid position of the corporation. Thus, in the case of 
the Richmond Hosiery Mills 8 per cent cumulative preferred 
stock, no dividends may be paid on the common that reduce 
the net quick assets of the company below 125 per cent of 
the par value of the outstanding preferred. While the details 
may differ in other cases where this kind of restriction is 
found, the underlying principle is the same. The purpose of 
the restriction is to prevent payment of cash dividends on com- 
mon stock, where such payment tends substantially to injure 
the working capital of the company, and also to maintain suf- 
ficient liquid assets to provide for retiring the preferred stock 
at any time. 


17 Bayuk Cigars, Inc., 7 per cent preferred has a somewhat more elaborate 
contract. Here the preferred stock as a class has the right to elect directors, if 
at any time net quick assets shall amount to less than 125 per cent of stock 
outstanding; default exists in sinking fund payment for one year; or default 
exists in four quarterly dividends, 
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Some value may be said to attach to such provisions, in that 
they anticipate a situation and may actually prevent it from 
materializing. The common stockholders, where such a provi- 
sion exists, will naturally act more conservatively and, neces- 
sarily, will attempt to maintain the company in a strong cash 
position at all times, the result of which is beneficial to the 
preferred holder. On the other hand, should the earnings of 
the company decline, it is conceivable that it might become dif- 
ficult or impossible to maintain the required liquid position. 
While the omission of common dividends at such a time would 
avoid aggravating the situation, it is not to be supposed that 
the directors could be compelled to increase net quick assets. 
In other words, the provision, while certainly valuable, does 
not assure the preferred holder that net quick assets will al- 
ways be maintained in a certain ratio to the preferred stock 
outstanding. 

Participating and convertible preferred stocks.—The most 
ideal type of preferred stock is one that permits some sort of 
participation in the earnings of the company beyond the stated 
dividend. Such a stock may permit participation in earnings 
after both preferred and common have received a stated divi- 
dend, or may permit conversion into common stock at some 
stated ratio. In such cases the preferred holder is given 
priority over other classes of stock in respect to earnings, 
which is the real reason for the existence of a preferred issue, 
and yet he is not excluded from his rights, as a partial owner 
of the business, to participate in its success. For the very 
reason that this class of stock is advantageous to the investor, 
so it is not a desirable type of security for the corporation to 
issue, since it means a greater number of shares over which 
earnings must be distributed in case the corporation becomes 
prosperous. It is, therefore, generally issued by corporations 
with a weak credit standing at the time financing is necessary. 
The desirable feature of participation or conversion is thus 
given to offset the low credit of the company. This does not 
mean that participating or convertible stocks are issued by 
weak companies only, for it may happen that the low credit 
condition of the company is merely a function of age. New 
companies, as a rule, must_offer more attractions when issuing 
securities than old and established concerns, although their 
fundamental credit standing may actually be very high. 
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Midland Steel Products 8 per cent participating preferred. 
-~-The preferred stock of the Midland Steel Products Com- 
pany is a good example of a participating preferred stock. 
This stock has preference as to assets and 8 per cent cumula- 
tive dividends, and, after the common receives $4 per share, 
the preferred is entitled, as a class, to 80 per cent of all 
further distribution. In liquidating, or winding up, the 
affairs of the company, the preferred is first entitled to $110 
per share, the remaining assets to be divided, 80 per cent to 
the preferred holders and 20 per cent to the common holders. 
In this case it will be observed that the preferred holders par- 
ticipate in both earnings and assets. In other cases the right 
to participate may apply only to earnings. 

Convertible preferred compared with participating pre- 
ferred.—Where a preferred stock is convertible into the com- 
mon stock of a company the situation is practically the same 
as when the bonds of a company are convertible into common 
stock. The preferred holder is given the right, under certain 
restrictions as to time and price, to convert his preferred issue 
into an issue that carries an unrestricted right to participate in 
the earnings of the company. ‘This gives to the preferred 
holder a prior right to dividends while the company goes 
through its developmental period, and, when it becomes success- 
ful, allows him a wider participation in earnings through con- 
version. ‘The essential difference between a participating and 
a convertible stock is that the holder of the latter, upon con- 
version, relinquishes all preferential rights and becomes once 
and for all a common holder. The former type of stock, on 
the other hand, continues indefinitely to carry both preference 
and participation rights. 

Variations in combination features in any preferred issue, 
how determined.—We have up to this point merely described 
the more essential types of preferred stocks, or, rather, the 
more important provisions found in typical preferred stock 
contracts. We have also attempted to weigh the value of such 
provisions to the holder of preferred stocks. The cumulative 
feature, restrictions upon the payment of common dividends 
except when net quick assets are ample, and participation fea- 
tures are all more or less valuable. Contingent voting rights, 
restrictions on borrowing, and preferences as to assets may 
prove to be of little or no value. There are, of course, dif- 
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ferent combinations of these features found in various stocks, 
and even other restrictions may be found. It must be realized 
that the preferred stock contract is flexible and may be ad- 
justed in the light of the particular situation at hand. In fact, 
the same company may have as many as three or four different 
types of preferred issues outstanding at the same time, varying 
in status from a prior cumulative preferred stock down to non- 
cumulative,** nonvoting, preferred stock. 

Preferred stocks, desirability of—As a class preferred 

stocks, particularly those of industrial companies, are the least 
desirable of all securities. This is particularly true of non- 
cumulative issues, while participating or convertible issues may 
be classed as more desirable than common stocks, where the 
rights are liberally given. There are many who hold that 
preferred stocks are undesirable, because they have all the 
weaknesses of bonds, with none of their advantages; and all 
the weaknesses of common stocks, with none of their ad- 
vantages. 
_ The return on preferred stocks is fixed, as in the case of a 
bond, and hence they have many of the aspects of a credit 
instrument. Yet no legal rights are given in case of default, 
and the various restrictions which are designed to elevate the 
status of a preferred stock are usually impotent when they 
should be of the greatest value.’ 





18 A good example of a complicated capital structure is found in the case of 
the General Gas & Electric Corporation before recapitalization in 1925. ‘This 
company had a “Class A” preferred which had preference over all other stock 
issues as to cumulative dividends of $8 per annum. Class A and Class B stocks 
had preference equally over all other stock of the company in case of liquidation 
up to $100 a share and accumulated dividends. Class B, no par, had preference 
as to assets equally with Class A, but was preferred as to $7 cumulative divi- 
dends after all dividends had been paid on Class A. Class B also had a 
participating privilege, in that, whenever, in any calendar year, there shall 
have been declared the prescribed dividends on the Class A and Class B and 
on the convertible preferred stock (to be described) and $6 per share on the 
common, any additional amount declared as dividends during the same calendar 
year shall be divided pro rata between each class then outstanding. The 
convertible preferred stock was no par, had preference to the extent of $1roo per 
share over the common in case of liquidation, and was entitled to a noncumu- 
lative dividend at the rate of $6 per share per annum, before any dividends could 
be declared or paid on the common. This stock was convertible, share for share, 
into General Gas & Electric common. All three classes of preferred were 
noncallable. 

19 The student will do well to investigate, among others, the following recent 
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It may be argued that, if the preferred issue goes bad, an 
investment in the common stock of the company would have 
been worse. This may be granted; but, after all, we are con- 
sidering preferred stocks as a class, as compared to common 
stocks as a class. In other words, if we consider that the 
average investor limits his commitments entirely to preferred 
stocks, and even goes so far as to rely largely on the advices 
given him by reputable banking houses, he is bound, sooner 
or later, to suffer some capital losses. That is, some of the 
issues will go bad. On the other hand, he has no opportunities 
for making a real profit out of other issues, for investment 
preferred stocks are usually sold, in the first instance, close 
to par, and the limitation on dividend payments prevents 
such issues from ever advancing very far above this point. Con- 
trast this with the case of an investor who invests solely in 
common stocks. True, he will suffer capital losses also, but 
with any kind of selection he will also have purchased some 
such issues as United Fruit, General Electric, General Motors, 
United States Steel, or Standard Oil of New Jersey. The 
capital gains realized from his successful ventures will more 
than offset his losses, if he is at all successful. If he is so 
poor a judge of stocks as to miss any good selections he should 
avoid both preferred and common stocks and put his savings 
in the savings bank or else buy only high grade bonds. The 
only profits to be made from preferred stocks come from the 
purchase of issues with large accumulations of back dividends, 
or else preferred stocks of companies whose present low state 
of credit stands some chance of future improvement.”° 





issues of preferred stocks with fancy provisions, all of which were floated by 
reputable banking houses and yet have had decidedly checkered careers. 

1. Winchester Company, 7 per cent cumulative preferred. 

2. Gorton Pew Fisheries, 8 per cent preferred. 

3. Columbia Graphophone, 8 per cent preferred. 

4. B. B. & R. Knight, 8 per cent preferred. (This stock has about all of the 
provisions previously described, including a sinking fund provision. It paid 
regular dividends for one year. The first mortgage bonds of the company were 
quoted at 40 in 1926. ‘The preferred stock was then worthless.) 

5. Otis Steel, 7 per cent cumulative preferred. 

6. A. E. Little Co., first preferred. 

20 Of course preferred issues may also be callable at 105 or 110 and thus 
afford some slight chance for gain to the purchaser, but this profit is after all 
negligible, as compared to the possibility of profit from appreciation in the 
value of common stocks. The student must also bear in mind that a preferred 
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Statistical study of return on preferred stock.—Excellent 
proof of the previous statements is found in a study made by 
S. F. Nicholson while at the Harvard Business School, cover- 
ing the history of important industrial preferred stock issues 
brought out between January 1, 1915, and January 1, 1923. 
There were 607 issues included in this study. The average 
price of these issues at the time of issue was 99. On January 
1, 1923, the average price of the whole group was 70%, after 
full allowance had been made for those issues which had been 
called at a premium. The median of time of issue was the 
latter part of 1918. The average dividend rate promised was 
a little over 7 per cent a year, so that, if the investor had 
made a random selection of preferred stocks during the years 
studied, his total interest yield would have been less than his 
present loss of principal.” 

An argument used in favor of preferred stocks is based on 
the citation of several high grade issues, such as U. S. Steel 
Preferred, or General Electric Preferred. ‘To be sure, these 
are good investments, but so are the common stocks of these 
companies. In fact, a commitment in the common stocks of 
either of these companies, or of equally strong companies, over 
a period of years will probably show an excellent return. A 
preferred stock to have a high rating must show earnings 
equal, at least, to two times dividend requirements, and pref- 
erably more. This means a substantial balance for the com- 
mon, and this substantial balance goes without limit to the 
common holder and provides for him an ever increasing equity. 
When this balance is not earned, the preferred and common 
both suffer. 








stock selling at very low levels, on account of the temporary embarrassment of 
the company, may also offer as good possibilities as a common for apprecia- 
tion in principal. These are exceptional cases and do not invalidate our general 
argument. 

21 Dewing, Arthur S., “The Rule of Economic Profits in the Return on Invest- 
ments,” Harvard Business Review, Vol. 1, No. 4, p. 462. On January 1, 1923, 
no quotations, not even from the issuing houses, could be obtained for 70 issues. 
Of the remainder 114 were quoted at less than 25; 169 from 26 to 90; 200 from 
git upward; 54 were called at par or above. 
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COMMON STOCKS 


Common stocks and what they represent.—The present 
section of our study, it will be recalled, has been devoted pri- 
marily to the contract aspects of various types of securities. 
Attention was first given to the credit instruments of corpora- 
tions, that is, bonds and notes. The distinguishing character- 
istic of this entire group of securities is the contractual nature 
of the relationship between the corporation and the lender. 
In each instance there is a definite promise, on the part of the 
corporation, to pay principal and interest and to carry out 
other performances in the interest of the bondholders. Pre- 
ferred stocks were next discussed, and here we found a type 
of security which is based on a contract, it is true, but which 
carries with it contingent claims only against the corporation. 
That is, the corporation agrees to do certain things, such as 
to pay dividends, only under certain conditions. In coming, 
finally, to common stocks we find a security which supposedly 
represents, or gives evidence of, unrestricted ownership in the 
business after all prior obligations have been met. The term 

“residual” ownership may express the idea more clearly than 
unrestricted ownership, since most corporations have preferred 
stock and bonds outstanding whose claims to assets and earn- 
ings precede the claims of the common stockholder. The lat- 
ter, however, enjoy full ownership in all assets and earnings 
after prior claims have been satisfied, but are likewise charged 
with all the obligations incidental to ownership. 

Residual equity.—This so-called residual equity in the busi- 
ness, that is, the ownership in the assets and earnings of the 
corporation after prior claims have been satisfied, is repre- 
sented, ordinarily, by the common stock and surplus accounts 
on the books of the company. ‘This can be shown most readily 
by reference to the following simple balance sheet: 
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BALANCE SHEET—CORPORATION X Y Z 


Assets Liabilities 

Plant and Equipment...... $1,000,000 ‘First Mortgage Bonds, 6%. $ 750,000 
INVentoriess, Ges swace swale 500,000 Preferred Stock, 7%....... 750,000 
Accounts Receivable ...... 500,000 Accounts Payable ........ 250,000 
@ashtesen cet ancient te se oe 500,000 SS 
a Owed to Outsiders...... $1,750,000 

Lotalineviscteslas ates wats $2,500,000 Leaving for Stockholders 

Outstanding Common 
Stock (par $100)....... 500,009 
Profit and Loss Surplus... 250,000 
ST Otalincnnstantccet sist ons $2,500,000 


In the preceding balance sheet, assets are carried at 
$2,500,000. The various equities in these assets are repre- 
sented by the several accounts on the liability side of the state- 
ment, that is, the $2,500,000 of assets are owned as follows: 
the first mortgage bonds have a claim against plant, equipment, 
and inventories up to $750,000; after complete satisfaction of 
this claim, the next claim in order of precedence is that of the 
trade creditors. This is represented at $250,000. Next in 
order is the claim of the preferred stockholders, totaling 
$750,000. In other words, there are fixed claims against the 
assets of the corporation amounting to $1,750,000. Whatever 
is left after the payment of these is the property of the share- 
holders and belongs to them ratably. By this we mean that 
each share of stock is entitled to its aliquot share of the entire 
remaining sum. We have assumed that these assets are worth 
just the amount at which they are carried on the company’s 
books. In liquidation they may be worth more or less. Any 
shrinkage in the value of these assets applies first to the com- 
mon stockholders’ equity. Suppose, for example, that liquida- 
tion became necessary and the assets brought only $2,000,000. 
All prior claims must be paid at par, so long as there are suf- 
ficient funds. In the assumed case this would be possible; but, 
after satisfying the $1,750,000 of fixed or prior claims at par, 
only $250,000 remains for the common stockholder. On the 
other hand, if the assets should prove to be worth $3,000,000 
on liquidation, the common stockholders get all of such increase. 
their return in such a case being not $750,000, but $1,250,000. 

A like situation exists in respect to earnings. The various 
claims against income represented by the several security 
holders and creditors must be considered in the same order as 
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their claims against assets. Let us assume that, after paying 
all costs of operating the business, a profit of $100,000 is 
shown. The first claim against these earnings is for bond 
interest, amounting to $45,000. Thereafter dividends must 
be paid on the preferred stock before any distribution may be 
made on the common.? In the present instance, this amounts 
to $52,500. The balance of $2,500 is all that is available 
for the common stock. Again, let us assume that earnings 
increase to $150,000. No further distribution is made to the 
bondholders or preferred stockholders, but all earnings after 
the above mentioned charges have been met belong to the 
common shareholder. Thus do we find a further reason for 
calling the common stockholders’ claim a residual one. 
Significance of par value-——What has been said in reference 
to the claims of the common stockholders in the assets of the 
company may logically raise a question in the reader’s mind as 
to the significance of the par value of the common stock. It 
is at once apparent that the book value of the stock is not 
equal to the par value, as in the case of the other securities. 
In the present case, for instance, the stated value of $100 a 
share does not mean that the corporation owes the common 
stockholder $100 for each share of stock held; it does not 
mean that the stockholder has the right to participate in the 
assets of the corporation only up to $100 a share; nor does 
it mean that the stock is worth exactly $100 a share. It means 
simply that each of the 5,000 shares of the corporation’s stock 
carries the right to participate equally with all the other shares 
in the assets and earnings of the corporation, after all other 
obligations have been met. In this case we would express the 
situation correctly if we stated that one share of stock repre- 
sented one 5,000th of the total residual ownership of the cor- 
poration carried on the books at $750,000. Par value in the 
case of common stock, therefore, is significant only when used in 
connection with the capital stock account of the corporation 
to express the fractional participation going with each share of 
such stock. In this case, the par value of the stock becomes 
1We have not considered trade accounts here. In cases where these are 
represented in part by notes payable it is possible that some interest charges 
resulting therefrom will appear as a deduction from our gross income. Cash 
discounts, or failure to receive them, are items that are absorbed in operating 


expenses, For this reason we have not considered any charges from accounts 
payable as deductible from our gross income. 
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the numerator of the fraction, and the total stock outstanding 
the denominator. 

No par stock.—It should be evident from the preceding 
discussion that the situation might have been expressed equally 
as well if the balance sheet had been set up somewhat as 
follows: 


BALANCE SHEET—CORPORATION X Y Z 


Assets Liabilities 
Plant and Equipment...... $1,000,000 +=+First Mortgage Bonds..... $ 750,000 
Inventociesme cece mens o. oe 500,000 "“Breferred |Stock) .- s+. ¢-4 750,000 
Accounts Receivable ...... 500,000 Accounts Payable ........ 250,000 
Cashia vain wentenet cies, 500,000 a 
_ Owed to Outsiders...... $1,750,000 
otaliqcs-tccccesccte. ts $2,500,000 Common Stock Account Rep- 


resented by 5,000 Shares 
of Stock with No Par 
Value cicrmtaectnn attest 750 


Again, we have conveyed the meaning that each share of 
stock represents one 5,00o0th of the total residual equity of the 
corporation, which is carried on the books at $750,000, al- 
though we have avoided the use of a stated par value. For 
convenience, we might have carried our common stock account 
at $500,000, or at whatever figure represented the actual ini- 
tial common stock investment. In this case surplus, which 
we may suppose represents that which has been accumulated 
from earnings, would be carried at $250,000. The purpose 
of thus separating the common stock account into two parts 
is to permit the initial capital investment always to be carried 
at its original amount and to segregate it from earned surplus.” 








2In other cases the common stock is carried at a nominal par, or, say, $5 
a share, the balance of the common stock equity being carried under the surplus 
account. Had this been done in our hypothetical case the accounts would have 
appeared as follows: 


Common Stock (represented by 5,000 shares, nominal par, $5). $25,000 
GUTS oo bens sto oti dd6bd caeuand pode Uonoo coeocon cid aaoreee 725,000 


$750,000 


For a concise statement of no par stock see “No Par Stock,’ Conyington, 
Thomas, Administration, Vol. 1, No. 1, pp. 87-94. See also Hurdman, F. H., 
“Capital Stock of No Par Value,” Journal of Accountancy, October, 1919, Vol. 
28, No. 4, pp. 246-257, for discussion of accounting aspects of no par stock. 
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In any event, the actual book value of all stock outstanding 1s 
represented by the common stock and surplus accounts, or 
proprietorship items, as they are called in accounting practice. 

The use of par value shares is much more satisfactory in 
the case of moneyed corporations, such as banks and trust 
companies, than in the case of so-called industrial enterprises. 
In the first type of concern we have assets whose values are 
measurable, and which are not subject to radical depreciation 
in the event of liquidation. The book value of the stock of 
such enterprises, therefore, represents, with some accuracy, 
liquidating value. In manufacturing, mining, mercantile, and 
other business corporations there may be an impairment of - 
capital; intangible items may be carried on the books of the 
company to offset the stock account; or, conversely, gains may 
result that cause asset values to be greater than book values. 
In such ventures, therefore, it is argued that a closer approxi- 
mation to the truth may be had if the capital stock is divided 
into a specified number of shares of no par value, each share 
simply stating that the owner is entitled to a proportionate part 
of the profits of the enterprise and of assets in case of dis- 
solution. 

The theory of no par value shares probably originated with 
the so-called ‘‘founders” shares commonly used in English pro- 
motions to represent the interests of the promoters, and not 
an actual cash investment. Thus Lough, in ‘Business Finance,” 
writes: , 


In Great Britain it is a common practice to compensate the organizer 
of a corporation by giving him a final claim on earnings, which is valid 
only after all the claims of those who have furnished capital have been 
fully met. The shares which represent this claim are variously known 
as ‘founders’ ” shares, “management” shares, and “deferred” shares. Al- 
though this practice is frequently condemned, it seems at least as defen- 
sible as the custom in the United States in accordance with which the 
promoter of a corporation retains, by way of compensation, as much 
as he can of the common stock. Deferred, management, or founders’ 
shares in England are usually of very small par value, most commonly 
one shilling per share. In case the corporation succeeds in fulfilling 
the expectations of its organizer, the founders’ shares may come to 
receive large dividends and to possess a high market value altogether 
out of proportion to their nominal value. Indeed, there are instances 
in which separate companies have been formed in order to hold the 
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, . . . . * ° 
founders’ shares and to distribute interest in them in a more convenient 
3 
manner. 


The essential difficulty of par value shares, from an invest- 
ment standpoint, is the chance that false ideas of value may 
be created by the statement of par value on the certificate. It 
is not at all uncommon, as first indicated, for the actual cash 
investment in an enterprise to be represented by bonds and 
preferred stock, while the common stock represents promotion 
services, good will, patents, or other intangibles. Whether 
these are actually carried on the books of the company or 
whether they are submerged by an inflation of tangible assets 
is immaterial. The essential point is that the par value does 
not necessarily represent an original cash investment of that 
amount, nor does it represent an equivalent true value of assets 
behind the stock. So long as this stock is held by the pro- 
moters who accept it in return for their services no harm is 
done. But when, after the organization has been completed 
and the company has been operating for some time, the pro- 
moters unload the stock on the public a false impression may 
be, and often is, created. A $100 stock certificate selling at 
$50 sounds like a bargain, although as a matter of fact no 
tangible asset value whatsoever may exist behind the stock. 

In 1912 the state of New York, after considerable agitation, 
amended its corporation law to permit the issuance of stock 
with no par value. Since that time a number of other states 
have done likewise. Following the legal authorization of this 
kind of stock, many corporations have adopted it in corporate 
financing. When properly used the following advantages may 
be said to accrue from the use of no par stock: 

1. In the first place, the corporate structure is simplified. 
It becomes possible, without misrepresentation, to create a con- 
tingent interest in profits, while representing the actual invest- 
ment by bonds and preferred stocks. If the business subse- 
quently becomes successful and a return in excess of prior 
claims is made, it appears in the form of dividends on the no 
par stock. 

2. A second advantage liesgin the fact that it is no longer 
necessary for stock to be issued for property at an inflated 





3 Lough, W. H., “Business Finance,” p. 83, 1922, Ronald Press, New York. 
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value, in order that the stock may be considered as fully paid 
and nonassessable. 

3. The use of no par value stock focuses attention on book 
value as contrasted with par value. The use of no par stock 
eliminates the possibility of creating an impression that a stock 
with a $100 par value, selling at a discount, is cheap. 

4. The preceding statements apply to purchasers of stock 
as well as to the creditors of the corporation. Neither are de- 
ceived as to the actual cash investment, for it no longer be- 
comes necessary to mark up assets or add intangible assets of 
high value in order to show assets equal to the par value of 
the stock. 

5. Further, stock of no par value may be sold at any desired 
price. In the case of par value stock there is a legal require- 
ment that stock in the first instance be fully paid. In order 
to sell such stock at a discount it is necessary to issue it first to 
directors or promoters for property at an inflated value. Part 
of such stock is then donated back to the treasury and may 
subsequently be sold at any value desired, the corporation 
originally having received assets equal (at the inflated value) 
to the par value. The mere fact that the directors may have 
overvalued the assets received for the stock is not open to 
dispute, for they are empowered to use their “‘discretion” in 
the matter of the prices paid for assets. ‘The courts are re- 
luctant to question the judgment of corporate officers in such 
matters.* 

Examples of use of no par stock.—In cases where the stock 
of a corporation is without par value, it is customary to carry 
it in very much the same way as indicated in one or the other 
of our hypothetical examples. To ascertain the book value of 
a given share, therefore, it is necessary to divide total book 
value, including the capital stock account plus proprietorship 
reserves, by the number of shares outstanding. 

The capital account of the General Motors Corporation,® for 
example, was given, on December 31, 1925, as follows: 





4 For a more complete discussion of no par stock from the corporation’s point 
of view see Gerstenberg, C. W., “Finaneial Organization and Management,” 
p. 116, 1924, Prentice-Hall, Inc., 70 Fifth Ave.. New York. 

5 For full report see Commercial and Financial Chronicle, Vol. 122, p. 1189. 
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CAPITAL ACCOUNT 


PAGE TeLerred StOCK Mec ar eres Pn e ee kee $104,619,200 
6vorbreterredsStuckua. muerte nn ek 2,175,700 
SYompebenturer Stock ens acct Pya tei. cesT ea i> 3,121,100 
Common Stock, No Par Value (5,161,599 shares)... 258,079,950 
otal i@apitallStocksma.nceeem cee tne $367,995,950 
Interest of Minority Stockholders in subsidiary com- 
panies with respect to capital and surplus....... 1,961,817.65 
Surplswecetr eee ae es ache en Ee er ee 119,020,472.84 
Total Capital Stock and Surplus............. $488,978,240.49 


It will be observed here that the original common stock ac- 
count is carried at $258,079,950, while earned surplus is car- 
ried at $119,020,472.84. The total book value of all the 
common stock is thus $377,100,422.85. ‘This is the equivalent 
of about $73 for each of the 5,161,599 shares of common 
outstanding.® 

Voting control and common stock.—It has probably been 
inferred from our discussion of bonds and preferred stocks that 
the voting control, or management control, of the corporation 
frequently rests with the common stockholder. In any event, 
the common stock almost invariably has voting power, even 
though this may be shared with the preferred holder. It will 
be recalled, however, that the entire voting control may go 
to the preferred holder in cases where dividends on the pre- 
ferred stock have been in default fora certain specified period.’ 

Division of common into two classes.—The statement that 
voting control of the company usually resides with the common 
stockholder needs further qualification, however, in that there 
has been a decided tendency during the past several years to 
divide common stock into two classes: Class A, nonvoting; 
and Class B, management, or voting, shares. The use of let- 





6 Examples of no par stock abound in American corporation finance. 

7It may happen in reorganization that the bondholders assume voting con- 
trol. In the case of Goodyear Tire & Rubber Company, which recently was in 
financial difficulties, the mortgage under which the 8 per cent first mortgage 
sinking bonds were issued in 1921 provided that the management of the com- 
pany, through the right to elect a majority of the board of directors, should be 
vested in a group of selected bankers during the life of the bonds. This situa- 
tion is unusual, however, and was the result of the forced financing brought 
about by the serious condition of the company’s affairs after the rapid decline 
in the rubber market in 1920. 
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ters to designate the two classes may or may not be made, the 
essential point is the division of common stock into voting and 
nonvoting shares.° 

Class A stock, dividend priorities—These two classes of 
stock—A and B—may be the same in all respects except in 
the matter of voting rights, or the Class A stock may be given 
certain priorities over Class B stock in respect to dividends 
because of its inferior position in the matter of voting power. 
The common stock of the United Light & Power Corporation 
is divided into two classes, A and B, which are alike in all 
respects except that sole voting rights are vested in Class B. 
On the other hand, the common stock of the Servel Corpora- 
tion was originally divided into two classes, A and B. There 
were authorized and outstanding 115,000 shares of Class A, 
and 85,000 shares of Class B (64,000 shares outstanding, 
February, 1925). Class A stock had preference up to $.75 
per share over Class B. After $.75 has been paid on the 
Class B stock both classes thereafter shared equally as a class 
in the remaining earnings of the company. Class B stock had 
sole voting rights and was owned by the management of the 
company. ‘This company has since been reorganized, but the 
principles contained in the original financing are worth noting. 

Not only is the division of stock into Classes A and B here 
used to concentrate control of the company into a relatively 
few hands, but it is further utilized to augment the managers’ 
participation in earnings without subsequent investment of 
funds in the company. Note that after specified dividends 
have been declared on A and B stock they both participate 
equally ‘‘as a class” in subsequent earnings. Yet the authorized 
B stock is all issued. Subsequent capital must be acquired by 
disposing of the A stock. True, the addition of capital ac- 
quired by selling more Class A stock may be expected to in- 
crease earnings, but one half of such increase, after limited 
dividends on all the stock outstanding, goes to the B holders, 
which means constantly increasing per share earnings as the 
capital investment of the company grows. While the amount 
going to A stock, as a class, increases, the total share must be 
divided among an increasing number of shares. For this rea- 
son “per share” earnings on the B stock may be expected to 





8 The student will do well to read Ripley, William Z., “Main Street and Wall 
Street” (especially Chapter IV), 1927, Little, Brown & Co., Boston. 
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increase much more rapidly than ‘‘per share” earnings on the 
A stock. 

Nonvoting stocks, desirability of: Dodge Brothers com- 
mon.—The use of nonvoting common stocks may have ele- 
ments of distinct danger to the holder, in that control of the 
company is lodged in the hands of a few people who usually 
have a small investment in the business, if any. A pertinent 
example of this very situation is found in the recent financing 
of Dodge Brothers, Incorporated. The entire stock of the 
old company was purchased in the early part of 1925 by 
Dillon, Read & Co., at a price of $146,000,000 in cash. From 
this corporation the purchasers abstracted about $14,000,000 
in cash. A new company was formed to which the assets of 
the old company were assigned, in return for which the new 
company issued substantially $75,000,000 of 6 per cent deben- 
ture bonds, 850,000 shares of no par 7 per cent preferred 
stock, 1,500,000 shares of Class A common, and 500,000 
shares of Class B common. Dillon, Read & Co., thereupon 
sold the debenture bonds at 99, and the preferred stock, in- 
cluding as a bonus one share of Class A common, at 100. The 
entire Class B common was retained by the bankers. Class A 
and Class B common are alike in all respects, except that Class 
A has no voting power for any purpose and Class B has exclu- 
sive voting power for all purposes.® It is apparent that the 
bankers who originally purchased the enterprise, even allowing 
for liberal selling commissions and expenses, received back 
from the investing public, which ultimately purchased the bonds 
and stock of the new company, more cash than was originally 
paid for the assets of the old company. And, in addition, the 
bankers held exclusive and irrevocable voting control of the 
new company through ownership of the Class B common, a 
control which represented no cash investment at all. 

The present situation, therefore, is one where the perma- 
nent control of the company is in the hands of a group of men 
who have no cash investment whatsoever in the business. Fur- 
thermore, their control is absolute and permanent, so long as 
they hold the Class B stock and keep the concern solvent. The 
desirability of a situation of this kind from the standpoint of 
the Class A stockholder is debatable. It is true, that the ordi- 











9 The Commercial and Financial Chronicle, Vol. 120, p. 1885. 
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nary minority holder of common stock frequently neglects to 
use his voting power at all, or, when he uses it, does so in a 
perfunctory way. Yet, where there is but one class of com- 
mon stock with full voting power, control of the company 1s 
often in the market. That is, the present management, so long 
as things go well, may actually control the company with as 
little as 25 per cent of the stock. In such cases, however, there 
is always the possibility of a coalition of minority holders, 
where the management proposes to adopt questionable policies. 
In any event, a vociferous minority interest is a great pre- 
ventive when there is mismanagement. Furthermore, in 
cases where the management itself has a substantial cash invest- 
ment in the business, it is likely to be more conservative than 
when it is running the enterprise and participating in profits 
with no investment of its own. 

The growing use of nonvoting stock is in conflict with the 
old theory that corporations should be run on democratic prin- 
ciples. It is true that complete democracy has never existed 
in corporate finance, except in exceptional cases. There have 
always been certain investors who were not greatly interested 
in the actual fortunes of the concern, their desire being pri- 
marily to lend money and to secure a fixed return. Such in- 
vestors have accomplished this by taking notes or bonds, deben- 
ture or mortgage, as security, and by relying on the value of 
the corporate property rather than on management for safety. 
Even the preferred stockholder occupies a position somewhat 
analogous to the creditor, for he barters his share in the man- 
agement of the corporation in return for the priorities accorded 
him in the preferred stock contract. 

The development of large corporations, where the individual 
stockholders number in the thousands or hundreds of thou- 
sands, however, has led corporation lawyers and financiers to 
seek a more complete escape from the factor of democracy 
in corporate management. For years an effort has been made 
to accomplish this in various ways, such as by the formation 
of holding companies, by voting trusts, and by afhliations of 
interests among larger stockholders. The more recent tend- 
ency to issue two classes of stock, voting or management, and 
nonvoting, however, is a complete denial of the advantages 
which were supposed to accrue from the old order of things. 
Through the device of nonvoting stock there is complete ex- 
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clusion of a large majority of stockholders, who are actual 
investors in the corporation, from any share in its management. 
The dangers of this change in methods of corporate finance 
have been indicated: power is unaccompanied by the responsi- 
bility of having a cash investment in the enterprise. 

On the other hand, it is not to be supposed that bankers or 
promoters can use this device in an unlimited fashion without 
assuming some responsibilities, for it has long been recognized 
as a common law principle that those elected to manage the 
affairs of a corporation accept a position of trusteeship. The 
corporate directors have always been charged with using their 
power of management in good faith, and they cannot deal with 
the corporation to their own advantage. It is not at all im- 
probable, with the development of so-called management 
shares, that legal theory will so develop as to charge those 
who are in power by virtue of their ownership of the voting 
stock with a trusteeship to be exercised in the interest of the 
nonvoting shareholders. As this takes place many of the 
apparent evils of the nonvoting share idea will disappear. 
‘Under such a theory those acting ina fiduciary capacity will con- 
stantly be subject to court control and review. The methods 
by which the trust was acquired, the policies of management, 
and the relinquishment thereof will all be matters that may be 
questioned by the other interests in the corporation.” 

Common stockholders, how classed.—In as much as com- 
mon stock represents the residual ownership in an enterprise 
it may be said to represent ownership in economic goods, that 
is, factories, machinery, inventories, and all the other assets of 
the corporation. The common stockholder, therefore, must 
be classed distinctly as a debtor not as a creditor. This idea 
may be clarified somewhat if we again recall that the common 
shareholders as a class are usually borrowers, because, ordi- 
narily, part of the corporate capital is acquired through the 
sale of bonds and notes, or of preferred stock. While theo- 
retically preferred stock represents an ownership in the busi- 
ness, practically it differs but little from bonds. This division 
of the security holders of a corporation into two classes, credi- 
tor and debtor, emphasizes one of the most fundamental dis- 





10 See “Protection of Non-Voting Stock,” Berle, Adolf A., Jr., Harvard Busi- 
ness Review, Vol. 4, pp. 257-265. 
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tinctions which can be made between common stock and all 
other types of securities, including even preferred stock where 
this is not participating. 

Occupying the position of the residual owner of the busi- 
ness, after all fixed obligations are met, the common stock- 
holder profits when prices rise and loses when prices fall. This 
is so’ obvious as to need little explanation. During a period 
of rising prices the residual equity of the business becomes 
worth more, if only because the physical assets of the business 
appreciate. Furthermore, rising prices usually mean increased 
profits, for inventories and goods in process increase in value 
before the manufacturing and selling processes are completed. 
Finally, it becomes increasingly easy to meet debts during a 
period of rising prices or depreciating money values, since dol- 
lars, in terms of goods, are relatively cheap. 

Common stock and normal growth.—Another source of 
gain to the common stockholder, however, accrues quite in- 
dependent of fluctuating prices. We refer here to the gradual 
but certain increase in population and to the consequent long 
time growth in the earning power of any well managed plant 
that produces an article of merit. Naturally, this increase is 
more certain to continue if the business is basic, that is, if it 
supplies necessities, rather than luxuries. A well managed 
corporation, which finances extensions largely out of current 
earnings, continues year by year to increase the earning power 
as well as asset value behind its common stock, simply because 
its markets expand as population increases. And as this 
growth takes place the company is in a position from time to 
time to pay dividends in stock which represent a division of 
those surplus earnings which are reinvested from year to year 
in the business instead of having been paid out as cash 
dividends. 

Westinghouse Air Brake.—No better practical example of 
this point can be found than that of the Westinghouse Air 
Brake Company. This company has been in business since 
1869 and has always been conservatively managed. It has 
no bonds or preferred stock outstanding, its capital structure 
consisting entirely of common stock. Furthermore, the com- 
pany manufactures basic commodities that must be classed as 
necessities. It is also to be noted that the long time trend 
of sales is distinctly upward, despite temporary fluctuations 
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from year to year. The company has consistently reserved a 
substantial part of its earnings for expansion, and has declared 
stock dividends from time to time, which are tantamount to 
a distribution of surplus. Earnings, dividends paid, surplus 
accumulation, and stock dividend record for the company from 
1911 to 1924 follows: 


EARNINGS AND DIVIDEND POLICY—WESTINGHOUSE AIR BRAKE 
COMPANY 


(1911 to 1924, Inclusive) 


—DivIDENDs PAw— Stock 
Year Net Profits Total Per Share Surplus Dividends 
TODS anes $ 8,520,0r0 $5,046,223 $4.50 $2,573,787 4 for x split 
L926 cote = 10,535,062 6,342,099 8.co 4,192,963 
TOPS eee: 6,965,539 5,532,328 7,00 1,433,211 
LQ 24 as chotorsss 5,979,290 4,729,290 6.00 1,250,222 3570 
1923 ...-.. 10,303,168 4403, 587 6.30 5,387,924 
N22 focrsr.: ake 7,121,049 3,789,881 4.75 2,252,882 
192 ...... 914,379 4,081,474 7.00 3,167,095 (det.) 
19208242. 5,342,232 4,081,282 7.00 1,260,950 
KOLO GR eee 6,192,383 4,072,491 7.00 1,761,077 
1918 ...... 7,461,900 * 5,076,977 7.00 2,384,923 
IQI7 «+000 6,449,144 5,566,414 7.25 872,730 207% 
1916 ...... 9,585,928 3,140,972 13.00 6,444,956 
LOLS er aniess 1,882,137 3,140,660 8.00 1,258,523 (def.) 
1914 ...-., 3,482,994 3,139,884 8.co 343,110 
TORZHC ee 5,255,260 2,269,338 8.00 2,269,338 - 5% 
TOYQ Arnette 3,676,160 2,749,507 9.50 926,653 
TOUR Gone 2,872,563 2,749,430 10,00 123,133 331/390 


* Seventeen months. 


Here are illustrated all the points just emphasized. Dur- 
ing the period studied the trend line of earnings for this com- 
pany has been distinctly upward. ‘The management, however, 
has been conservative in respect to cash dividends and has 
consistently retained out of current earnings a fund sufficient 
to finance all expansions. ‘This policy has naturally resulted 
in a constant increase in the capital investment of the com- 
pany, which was first represented by the surplus account. 
Whenever the condition of the business as indicated by the 
growing earnings of the company and the amount of its sur- 
plus so warranted, liberal returns have been made to the stock- 
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holder in the form of stock dividends. In this way the stock- 
holder has enjoyed a regular and moderate current cash divi- 
dend year in and year out, as well as an increase in his capital 
holdings at fairly regular intervals. 

Study of earnings of 80 industrials, 1910 to 1925.—The 
idea emphasized in the preceding study, which has to do with 
only one company, is again illustrated by a more comprehen- 
sive study undertaken by the author, in which the annual net 
earnings of eighty industrial companies for the years 1910 to 
1925, inclusive, were combined into an aggregate figure. The 
results of this study are shown on the accompanying chart. 


Fig. 10.—Earnings of 80 American Industrial Corporations 1910 to 1925, 


Inclusive. 
AVERAGE Price 
EARNINGS 12 INDUSTRIAL 
IN MILLIONS Common Stocks 
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Here are plotted the actual aggregate earnings for the same 
eighty companies for the period covered, the average prices 
of industrial stocks, and the so-called trend line of earnings. 

It is interesting to note that, while combined earnings fluc- 
tuated over a fairly wide area during the period studied, as 
did the market prices of industrial stocks, the trend for the 
period is distinctly upward. The fact that this is a normal 
situation among many corporations makes a long time commit- 
ment in good common stocks profitable. Conservatively man- 


COMMON STOCKS 245 


aged plants devote a reasonable portion of earnings each year 
to additions and extensions, which results in expanding earning 
power. It is true that annual earnings may fluctuate from 
year to year, reaching abnormally high levels during good 
years and sinking to low levels during years of depression, yet, 
over a period of ten years, the average earnings of any 
representative group of business corporations may be expected 
to show a substantial increase. The natural corollary to this 
is, of course, an increase in the average value of the capital 
stock of such companies. 

Effect of rights and stock dividends on market value of 
common stocks.—The extent to which the market value of a 
corporation’s stock equity advances as corporate earnings ad- 
vance is not always reflected accurately by the current quota- 
tions for its stocks on the exchanges. The reason for this 
situation lies in the fact that corporations frequently give 
stockholders rights to subscribe to new stock at less than the 
current market quotation, or else declare stock dividends, 
either in terms of their own shares or through the shares of 
subsidiary companies. We shall trace briefly the effects of 
such operations on the market value of the individual shares 
of a corporation’s stock, with the idea of showing that the 
current quotations for the corporate stock cannot always be 
used to determine changes that take place in the value of the 
concern’s total stock equity. 

Let us consider, first, the case of a corporation which fre- 
quently issues rights to its stockholders to subscribe to new 
capital stock. The common shares of corporation A, we will 
assume, sold at 150 on January 1, 1920. On January 2, 
1920, stockholders were allowed to subscribe to one new share 
for each two old shares held, at $100 a share.’ The holder 
of 100 shares, then worth $15,000, thus had the right to 
acquire 50 more shares by increasing his investment by $5,000. 
His total investment, immediately after this operation, would 
have had a value of $20,000.17 Let us now assume that, by 





11 The rights so accorded are known as subscription rights. The rights 
attaching to each share of stock, which in the present case gives the stock- 
holder the right to subscribe to 14 share of stock, are known as New York 
rights. The right to subscribe to 1 new share of stock, in the present case 
consisting of two New York rights, is known as a Philadelphia right. 

12 This will be explained more fully in a later part of this chapter. For 
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January 1, 1923, the stock of this company was selling at $140 
a share and that further rights had been declared permitting 
the stockholders to subscribe at par to one new share for each 
3 shares held. Our investor, having 150 shares of stock, 
again acquires 50 new shares by investing $5,000. If we 
were again to compute the value of this man’s holdings im- 
mediately after this operation we would find that it would 
equal the value of his holdings on January 1 (140 x 150, or 
$21,000) plus $5,000, or $26,000 in all. Let us now assume 
that on January 1, 1927, the stock is quoted at 145. The 
question now is, Has the investor made a capital gain during 
the period, even though the “per share’’ market quotation 
for his stock was less in 1927 than on January 1, 1920? ‘This 
we can answer by going back to 1920 and noting the facts as 
they actually occurred. On January 1, 1920, our stockholder 
had an investment with a market value of $15,000. Since that 
time he added $10,000 in cash and, on January 1, 1927, he 
had. 200 shares of stock worth 145 a share, or in all $29,000. 
Thus, although the stock was quoted at 150, on January 1, 
1920, and at 145 on January I, 1927, the investor, had he 
availed himself of his rights to subscribe would have enjoyed 
a capital gain of $4,000.%* 

Let us consider next the position he would have been in had 
he sold his rights instead of exercising them by subscribing to 
new stock. The first question is, What would these rights be 
worth? This we may proceed to find out by referring again 
to our figures. The holder of 100 shares on January 2, 1920, 
had the right to subscribe to one share of new stock for every 
two shares of old stock held. This privilege must have had 
a value, since the subscription price was less than the market 
value of the stock. Had the original owner of the rights 
not wished to subscribe, he could have sold his rights to some 
one who did. On the other hand, the value of rights are not 








the time being it is sufficient to point out that on January 1 his holdings had 
a market value of $15,000. The holder by subscribing to new stock adds 
$5,000 to his investment. Regardless of what takes place subsequently the value 
of his 150 shares will be $20,000 immediately after the subscription was con- 
summated. 

13 Computed by taking his January 1, 1920, holdings at $15,000, adding 
thereto a subsequent cash investment of $10,000, and subtracting from $29,000. 
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as great as one might at first infer. Immediately after all 
rights have been exercised, the value of the stock declines. Let 
us again refer to our example. On January 1, 1920, two shares 
of stock represented an equity in the corporation worth $300. 
On January 2 the corporation receives $100 in cash for each 
new share of stock issued, which increases the value of the 
equity behind two old shares to $400, but at the same time this 
operation results in increasing the number of shares outstand- 
ing by 50 percent. There are now three new shares for two old 


ones. The stock accordingly declines in market value to4@, or 
300 


$133-33 a share. The rights attaching to one share of stock, 
therefore, will be worth BAS, or $16.66. That is, for each. 


two shares of old stock the holder by adding $100 may acquire 
a share of stock about to have a value of $133.33. One 
half of the premium represents the value of the rights going 
with a single share. The value of this privilege may be com- 
puted by the following formula where X is the required 
value, P the difference between the market and the subscrip- 
PK 
ToeR? 

To revert to our figures, the holder of 100 shares, who, on 
January 2, sold his rights instead of exercising them, received 
in cash $1,666. On January 2, 1923, the total value of his 
rights similarly computed was $1,000. The total sum realized 
by the sale of rights, therefore, amounted to $2,666.66. On 
the other hand, there is a loss of $500, because our second 
investor’s stock was quoted at only $145 a share at the end 
of the period, contrasted with a quotation of $150 at the 
beginning of the period. The total net gain in this case, 
therefore, is $2,166. 

It is important for us to understand why the gain is less 
in the second case than in the first. The essential reason lies 
in the fact that, when a stockholder sells his rights instead of 
exercising them, he really disposes of a part of his investment 
in the enterprise. In the present case, after the first rights 
had been exercised, the stock fell in value from $150 to 
$133.33 a share, an amount represented by the value of the 
rights going with each share. The man who sold his rights, 





tion prices, and R the percentage rate of increase: X = 
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therefore, invited a new holder to acquire new stock by add- 
ing to the corporations’ assets only $100 for each share ac- 
quired, as contrasted with a previous value for this equity of 
$150. The value of the total assets, or net worth, of the 
corporation is thus increased at a slower rate than is the num- 
ber of shares of common stock outstanding. The holder who 
fails to exercise his rights, therefore, suffers a loss in his pro- 
portionate ownership in the corporation’s assets measured by 
the value of his rights. This explains why the man who exer- 
cised his rights in the preceding case made more than the man 
who sold his rights. The total value of the net worth of the 
corporation increased over the period by an amount in ex- 
cess of the new cash put in. In each instance the stock re- 
covered some of the losses incurred when it sold “ex rights.” 
The first man, by increasing his holdings in both instances, 
carried more stock than the second, and, therefore, made a 
profit on a greater number of shares as the result of the price 
advances in the stock. 

Effect of stock dividends on current quotations.— [he next 
type of financing which destroys the validity of current stock 
quotations as a measure of the real increase in the market 
value of corporate equities is the declaration of stock divi- 
dends. Let us assume that corporation A, of whose common 
stock our investor holds 100 shares, declares a stock dividend 
of 100 per cent payable January 2, 1920. On January 1, 
the stock is quoted at 150. On January 2 it will obviously 
sell ex dividend at $75 per share, for at that time there are 
two shares outstanding in the place of one old share. By 
January 1, 1923, however, the stock advances to 100. On 
January 2, 1923, another stock dividend of 50 per. cent is 
paid, and on January 1, 1927, the stock sells at $90 a share. 
What is the market value of the equity represented by one 
old (1920) share of stock? On January 2, 1920, our in- 
vestor got one share of new stock for each old share held, 
giving him at that time a total of 200 shares. On January 
2, 1923, he received 100 more shares, giving him 300 shares 
in all. The value of his holdings was $15,000 on January 
I, 1920, and $27,000 on January 1, 1927. Thus, although 
the stock was quoted at 60 points less in 1927 than in 1920, 
there had been an increase of 80 per cent in the value of this 
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man’s original holdings, although he was not required to ad- 
vance any more cash. Much the same process takes place 
when dividends are declared in the stock of subsidiary com- 
panies. 

It is because of these factors that the ordinary market aver- 
ages as quoted in current publications fail, over a period of 
years, to show in true fashion the increase that takes place 
in the market values of stock equities. In the chart shown 
on page 244 the curve for industrial stock prices fails to give 
a correct idea of the real increase that took place in the mar- 
ket values of the ownership equities of these companies over 
the period covered, for the very reason that, over the period, 
many of these corporations gave subscription rights to their 
stockholders and declared stock dividends. 

The following chart, however, which is constructed on an 
entirely different principle, does show the way in which owner- 
ship equities in corporations increase over a period of years. 
Here it is assumed that an investment of approximately 
$1,000 is made in the common shares of twenty representa- 
tive common stocks, on January 1, 1901, at the then existing 
prices. [Che market value of this original investment of about 
$20,000, with proper adjustment for stock dividends and 
rights, is then traced through each year for the period from 
190! to 1926, 


Fig. 11—Appraisal of the Market Value of Industrial Equities: Monthly, 
1901-1926 (Unit $1,000). 
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STOCKS USED 


American Agr. Chem. American Woolen 

American Car & Foundry Consolidated Gas 

American Coal Mining General Electric 

American Ice International Paper 
American Linseed National Biscuit 

American Malting Pacific Mail 

American Smelting Standard Oil of New Jersey 
American Sugar Refining U. S. Rubber 

American Tel. & Tel. U. S. Leather 

American ‘Tobacco U. S. Steel 


A study of this chart shows clearly the result that may be 
expected over a period of time from a composite investment 
in common stocks. It is highly important to recognize, how- 
ever, that an appreciation of this sort is in no way certain, 
if only one or a small number of stocks is selected, or if the 
investment is held for only a short time. Our entire discus- 
sion of common stock investments is based on the assumption 
that a composite and diversified list of stocks is purchased and 
held. Any given stock is likely to go bad; but if a sufficient 
spread of one’s investments is made over twenty or more 
reasonably well selected stocks, then there is a strong possi- 
bility that a capital gain will result in the future as in the past. 

Common Stocks versus Bonds.—Several interesting studies 
have recently been made with the idea of showing the desir- 
ability of investing in common stocks, as compared to other 
classes of securities. The results of these researches have 
been uniformly favorable to common stocks. One of the best 
of such studies was published in 1925 under the title, ‘“Com- 
mon Stocks as Long Term Investments.” ** In this connec- 
tion the risks of bond investment arising through fluctuations 
in the price level are clearly shown. Furthermore, a number 
of tests were made covering various periods in our financial 
history, with the idea of determining the relative profits de- 
rived from the investment of a sum of $100,000 in high 
grade bonds as compared to a similar sum invested entirely 





14 §$mith, Edgar L., “Common Stock as Long Term Investments,” 1925, Mac- 
millan Co., New York. It is strongly recommended that the student read this 
book in its entirety, as it demonstrates adequately the fundamental nature of 
common stock investment and shows statistically the result that may be expected 
from an investment program confined entirely to common stocks. 
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in stocks. The results of these tests are summarized in the 
following table: *° 


Total Advantage 


Pertod of Stocks over Bonds * 
pLest Noy x; TQOOI—19e2mres Ty cars secant ae re ae ear $16,400.94 
Test No. 2, TOOE—1G22 re ZU VCALSotes ioe sp eae 9,242.26 
Test No. 3, TOOI=1O22 2 SAV CALS cassia sarees feta) ecs 21,954.72 
LestsiNow 4; TSSO=TSO9 2OMVCATS tees ae ain hee 3,2 11,982,04 
West oN overs TSGO—TS SSP 2ORVCALS Geraci tetas Hs svete 2,966.85 
Test No. 6, TS 66-1 S85 ezOaVeats Weesiyercbi onloties ys —1I,012.00 
Test No. 7, TSO2—TOUTIE 2OMV CALS Mich rantnrgtset aaa oie 11,723.80 
Pest Now *8: PQOO=1922 sel TeV CAG see mere riccste irises. 6,651.01% 
Gicst Now Sa, pe 906-1922 a Ure Vicars Be aE ere ia ee 4,938.08 
Test No. 9, 1901-1922 22 years, railroads ....... 13,734.72 
Test No. 10, 1901-1922 22 years, railroads ....... 3,329.72 
Test No. 11, 1901-1922 22 years, railroads ....... 17,140.25 


* Based on an investment of approximately $10,000 in ten diversified common stocks 
of large companies and an equal amount of high grade bonds. 


In making these tests the stocks used were selected on an 
arbitrary or mechanical basis in order to avoid the danger of 
being influenced by hindsight. As a matter of fact, the stocks 
used in nearly all cases were the ten most active stocks at the 
beginning of the period studied. In other words, no effort 
was made to select ‘“‘sound” stocks. A greater profit might 
be expected had this been done. Varying periods were like- 
wise used in an effort to cover intervals of falling, as well as 
of rising, prices and to use years unfavorable as well as 
favorable for starting and ending the two investment pro- 
grams. In every case except one, it will be observed that the 
results are more favorable to the purchaser of stocks than to 
the purchaser of bonds. 

From the studies made in this book the following conclu- 
sions are drawn by the author in respect to the law of in- 
creasing stock values and income return: *° 


1. Over a period of years, the principal value of a well diversified © 
holding of the common stocks of representative corporations, in essential 
industries, tends to increase in accordance with the operation of com- 
pound interest. 

2. Such stock holdings may be relied upon over a term of years to 
pay an average income return on such increasing values of something 
more than the average current rate on commercial paper. 





15 Ibid, p. 20. 
15 Ibid, p. 79. 
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Recent discussions of this nature have had a wide effect 
in awakening interest in common stocks as an investment 
medium. ‘The old idea that bonds and preferred stocks con- 
stitute the only safe vehicle of investment and that common 
stocks are solely a speculative medium has rapidly changed, 
and to-day many investors who formerly purchased nothing 
but bonds are changing their investment programs to include 
common stocks. 

Common stocks during next decade, adverse factors.— 
There is, of course, the danger in some cases that this shift 
may be carried too far. While it is true that common stocks 
serve a real purpose in an investment program, by enabling 
the investor to hedge against unfavorable movements in the 
purchasing power of money, one cannot be entirely certain 
that conditions in the immediate future will be as favorable 
to common stock investments as in the past.*7 In the first 
place, there is a feeling prevailing in many quarters that, at 
present, we may be on the threshold of a period of falling 
prices which will continue for some time. We shall not argue 
as to the possibility of such a situation, although it is easily pos- 
sible that the course of prices for the next fifteen or twenty 
years may follow the same path as prices after the Napoleonic 
and Civil wars. If this is true, bonds, the income and prin- 
cipal of which are fixed, would be the better type of invest- 
ment, because the value of such instruments in terms of pur- 
chasing power would appreciate. 

Furthermore, there is at least a reasonable doubt that the 
rapid growth which our industries have enjoyed since the open- 
ing of the present century can be maintained. It is conceivable 
that we will soon witness a change in our industrial activity 
from an “exploiting” to an “operating” basis. With this in 
mind it becomes necessary, in projecting our policies into the 
_ future, to consider whether the same gains may be expected 
from common stock investment during the next twenty-five 
years as were enjoyed during the past twenty-five. 

It must also be recognized that, by careful selection, it is 
possible to raise the income received on bond investments. 








17 An especially good criticism of Smith’s book may be found in the Boston 
Evening Transcript, March 25, 1925. “Bonds vs. Stocks for Long Term Invest- 
ment,” by B. D. Nash. We have taken the liberty of adapting the essential 
arguments contained in this article to our present discussion. 
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There are many bonds in which the market estimate of risk 
is greater than the actual risk involved.** In other words, by 
spreading one’s bond investments rather widely over lower 
grades of bonds, it is possible to raise the actual income re- 
ceived from the entire fund, despite occasional losses, to’ a - 
point above that which might be realized from investments 
chosen entirely from high grade bonds. 

Finally, the effect of changes in the rate of interest on bond 
values must be considered. As money rates decline, bonds 
always enhance in value, because, at such times, they must 
sell at higher prices to give an effective yield corresponding 
to the market rate. The converse may be said in respect to 
increasing interest rates. At times in the business cycle, there- 
fore, when interest rates are high and bond prices are low, 
conservative investment policies warrant bond purchases, if 
only the gain through enhancement in principal is considered. 
Conversely, when interest rates are low long term bonds may 
be sold and the proceeds invested in short term notes or stocks, 
if the price averages are satisfactory. 

We emphasize these arguments in favor of bond invest- 
ment as contrasted to stock investment largely to point out the 
desirability of a proper diversification between both types of 
security. In our ever changing financial structure, it is often, 
if not always, impossible to predict with accuracy the course 
of events for more than a few months in advance. Wise 
policies, therefore, based on the theory that as much risk as 
possible should always be eliminated, take this situation into 
account. In many respects a division of investments between 
stocks and bonds is in the nature of a hedge. Many factors 
which adversely affect one type of security will favorably af- 
fect the other. 

Other inherent dangers in common stock investment.— 
Much has been said concerning the advantages of common 
stocks as a medium of investment, a large part of which is 
doubtless true. Despite the enthusiasm which has recently 
been shown for common stocks as an investment medium, 
however, there are certain further points that must be. fully 
recognized by the investor who contemplates extensive pur- 





18 See Dewing, Arthur S., “The Rule of Economic Profits in the Return on 
Investments,” Harvard Business Review, Vol. 1, No. 4, pp. 451-463. 
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chases of this type of security. Some of the practical aspects 
of common stock investing may profitably be discussed at this 
time. In the first place, it must be recognized that common 
stocks fluctuate over a much wider range than do other 
classes of security. This applies not only to more speculative 
stocks, but to the most conservative issues as well. Current 
price movements among common stocks are often violent and 
unpredictable. For this reason the investor is often inveigled 
into a position where he is influenced, not by the ultimate 
results which, originally, he contemplated, but by current 
market movements. To put this concretely, let us suppose 
that a given investor starts out and purchases $50,000 of com- 
mon stocks, well selected, we will grant, with the idea of hold- 
ing them over a period of years. His action is prompted, we 
assume, by reading of the ultimate profits that may be made 
from a program of this kind. After owning these stocks for 
three or four months we will further assume that a violent 
reaction takes place in the market and that a drop of, say, 
20 per cent takes place in the stocks he purchases. On a 
$50,000 commitment this represents a shrinkage of $10,000 
in market values. A situation of this kind is disturbing to 
one who is not accustomed to the behavior of the market and 
often leads the investor to sell, rather than to face the pros- 
pect of further loss. 

On the other hand, it sometimes happens that market prices 
go up, with the result that the purchaser has a book profit. 
There is always a temptation to sell and to convert this into 
a real profit. Just as soon, however, as the investor begins 
to purchase stocks with the idea of making quick profits, or 
trading profits, as we shall call them, he becomes a trader 
rather than an investor, and the entire technique of trading 
is fundamentally different from that of investing. After his 
quick profits he may be decidedly perplexed as to when to 
get back into the market, particularly, if stocks continue up- 
ward. His reéntrance is more than likely to be at the top 
of a movement rather than at the bottom. 

The psychological aspects of the situation must, therefore, 
be considered before one decides to make proportionately 
large commitments in common stocks. And it must also be 
recognized that, while many common stocks have a wide mar- 
ket, they do not necessarily constitute an ideal liquid invest- 
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ment. A liquid investment is one which may readily be turned 
into cash without a loss. Common stocks may readily be con- 
verted into cash, it is true, but, conceivably, the process may 
involve a substantial loss. 

The necessity for adequate diversification in common stock 
investments cannot be overemphasized. Dealing, in this in- 
stance, with the least secure of all the corporation’s securities, 
the chance of loss in any one case is very real. Common 
stocks are the first securities to suffer in the event of financial 
difficulties, and their owners suffer the most severe losses of 
any of the corporation’s security holders at such times. The 
only reason why common stocks are in favor at all is because 
of the relative certainty that a composite investment spread 
over a wide group of stocks will prove profitable over a period 
cf years. 

On this basis, it is necessary to seek diversity, not only 
among different corporations but also among different indus- 
tries, and to select within each group or industry the stocks 
of those corporations which have a commanding position and 
which exhibit proper ability to expand. In the long run, the 
greatest profits are made by older, well established, and well 
managed corporations, not by the new and untried companies. 
For every one new company which is successful there are 
many which prove failures. Thus, regardless of what one 
may say of common stocks as a class for investment purposes, 
there is, nevertheless, the problem of selection. This is the 
real crux on which the ultimate fate of the investment will 
depend. 

Low and high dividend yield common stocks.—Another 
point of interest in connection with common stock investing 
centers around the question whether earnings or current divi- 
dends should be the guiding motive in making selections. At 
first glance one is always tempted to purchase stocks, other 
things being reasonably equal, which hold forth the largest 
opportunities for current yield. It is doubtful, however, 
whether this policy will prove as successful over a period of 
years as one which is based on the purchase of stocks with 
large earning power, but which pay relatively small cash divi- 
dends. In the latter case, the assumption is that the corpo- 
ration is growing from funds accumulated out of earnings. It 
has already been suggested that, so long as the business can 
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profitably employ surplus earnings, it is to the stockholders’ 
advantage that earnings be retained in the business instead of 
being paid out as dividends. It often happens, therefore, 
that the purchase of stocks with low cash dividends, but with 
erowing earnings, proves more profitable than the purchase of 
stocks with a high current dividend yield. 

This situation is adequately illustrated by the tables on pages 
256 and 257. Inthe first one, headed, High Yield Group, are 
shown the results of an initial investment of $1,000 in each 
of twenty common stocks with a high current yield made in 
the year 1913 and carried through the year 1924. The sec- 
ond table, headed, Low Yield Group, gives the results of a 
similar investment in stocks with a low initial yield. 

The difference between the two results is rather surprising. 
In the first case, increases in subsequent dividends raised the 
original yield of 6.66 per cent to 7.96, while the appreciation 
in the market value of the stock between the first and the 
last year was only $11,023. In the second group the original 
current yield was raised from 3.35 per cent to 10 per cent, 
while there was an appreciation of $61,840 in the principal 
value of the holdings. 

The foregoing discussion of common stocks brings to a 
close the present section, which has been devoted primarily 
to the nature of different types of securities and the contract 
aspects thereof. The various general methods of financial 
analysis that may be employed in selecting desirable invest- 
ments and the modifications found necessary in order to adapt 
fundamental theories of analysis to specific industries will 
next be considered. 


PALL 
INVESTMENTS, FINANCIAL ANALYSIS 





CHAPTER XII 
FINANCIAL AND INVESTING—GENERAL 


Investor’s relation with corporation, permanency of.—The 
investor's relations with the corporation are more or less 
permanent, which necessitates a careful study of its manage- 
ment and financial condition. ‘The contractual features present 
in a given security are important and deserve very careful study, 
yet the ultimate investment value of a security depends on 
others factors as well. Of what use are the most stringent 
promises of a corporation to maintain a certain ratio of cur- 
rent assets to current liabilities, to provide for annual sinking 
funds, to pay interest or principal, or to carry out any of the 
other promises found in typical bond or preferred stock con- 
tracts, if the corporation is unable to earn enough to pay its 
operating expenses? On the other hand, the simple, unse- 
cured promise of another corporation, with healthy and ex- 
panding earnings, in the hands of competent and honest man- 
agement, may involve a minimum of investment risk. 

It may seem at first that no very intricate problem is in- 
volved in appraising the exact financial condition of a corpo- 
ration at a given time, but that this may be done by a cursory 
inspection of its current balance sheets and income accounts. 
Such might be the case if one were interested only in condi- 
tions at the moment. This, however, is not the general situ- 
ation confronting the man who contemplates the purchase of 
a corporation’s securities. Except in those relatively few in- 
stances where short term notes are purchased, the investor, 
whether he buys bonds, preferred stocks, or common stocks, 
trusts his funds to the enterprise for a substantial period of 
time. In a great majority of cases he does this without re- 
taining an effective voice in the subsequent management of the 
corporation’s affairs, for only in unusual cases does the in- 
vestor, by virtue of the size of his interest, acquire a dominat- 
ing influence in determining corporate policies. 

261 


262 INVESTMENT PRINCIPLES AND PRACTICES 


The purchaser of bonds or notes may look forward to an 
ultimate repayment of principal when the obligation becomes 
due, although the maturity of bonds is frequently so remote 
that it has no practical significance. The purchaser of pre- 
ferred or common stocks, on the other hand, can terminate 
his relations with the enterprise only by selling his holdings 
therein. The preferred stockholder, it is true, may receive his 
principal back, where the corporation exercises a call or re- 
demption privilege, and both preferred and common holders 
may receive their principal from the corporation as a result 
of liquidation. So far as the investor is concerned, however, 
there is no certainty as to when the call privilege will be ex- 
ercised, while the liquidation of corporations is an unusual 
event and may result in complete loss of principal rather than 
in a return thereof. 

This more or less permanent relationship into which in- 
vestors enter with the users of their funds makes it imperative 
for them to inquire not only as to the present financial status 
of the borrowing corporation, but as to its past record and 
future prospects as well. This applies whether they contem- 
plate the purchase of first mortgage bonds, preferred stocks, 
or common stocks. On the other hand, one must grant that 
the stockholders of a corporation have a somewhat more vital 
stake in the success of the enterprise than the bondholders. 
The bondholders, and, in fact, the preferred stockholders, are 
reasonably content if charges and dividends are earned by a 
suficient margin. Beyond this their interest ceases. The 
common stockholders, however, require that the corporation 
expand and that earnings increase, for it is in this way that 
their investment will prove most profitable. 

In other words, quite apart from a consideration of the 
particular type of stock or bond purchased, the manner in 
which it is secured, its priorities over the other obligations of 
the corporation, and the various restrictions and_ benefits 
found in the accompanying contract, investors are also inter- 
ested in those factors bearing on the financial stability of the 
issuing corporation, its position in the industry, its prospects 
for growth, the particular risks inherent in the industry, the 
previous record of the management in control, and the finan- 
cial record and existing condition of the company. These are 
all matters of vital concern to the investor and should be care- 
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fully analyzed in respect to every commitment. Corporate 
investments have been referred to here, but the need for an 
accurate financial analysis applies as well to the purchase of 
government, state, and municipal securities. 

Methods of analysis for different types of enterprises.— 
In developing this phase of the problem, it is convenient to 
set up a classification of corporations according to the nature 
of the business in which they are engaged. For, with certain 
exceptions, the methods of analysis vary widely according to 
the nature of the enterprise. It is quite obvious that many 
of the tests that are adapted to analyzing the securities of 
cotton mills will prove worthless when studying railroad se- 
curities. Similarly a different set of tests will have to be 
worked out for municipal bonds than would be used in con- 
nection with motor stocks. A classification of this sort is fur- 
ther helpful, in that it focuses attention in the first instance 
on those broad, underlying influences which are related to en- 
tire industries. It is all right to make a careful analysis of 
the securities of a particular traction company, for example, 
and even to determine that they rank high in contrast to the 
securities of other traction companies; but this does not answer 
the question, ‘Is it advisable at present to purchase any trac- 
tion securities?” The same might be said of the cotton 
textile industry, of the woolen and worsted industry, or 
in fact of any industry at some time or other. It is vitally 
important that the investor orient himself in a general way 
with the history, the status, and the prospects of the industry 
in which the corporation is engaged before he buys its secu- 
rities. 

Management, importance of.—While it is true that special 
consideration will have to be given to the proper methods of 
analyzing different kinds of businesses, there are, nevertheless, 
certain observations so general in their application that they 
may be said to apply to all private corporations. These are 
considered at some length in the present chapter. One of the 
most important and least tangible of all the factors contribut- 
ing to the success of an enterprise is its management. What 
special genius inspired an unknown and unassuming mechanic 
by the name of Henry Ford so to organize a small automobile 
company in 1903 that an initial capital of $25,000 was made. 
to attain to a value of over $1,000,000,000 in less than 
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twenty-five years, to say nothing of producing other millions 
which were paid to the original investors in the form of divi- 
dends during this period? American industrial and financial 
history is replete with similar figures. Recall briefly what 
Vanderbilt did for the New York Central Railroad; James 
J. Hill, for the roads of the Northwest; and Harriman, for 
the great western roads. In the steel industry, the name of 
Andrew Carnegie stands out; and the firm of Stone & Web- 
ster is to-day recognized as one of the strongest management 
companies in the public utility field. 

Spectacular success is often attained by the dominating in- 
fluence of one man; but, in ordinary practice, the investor 1s 
perhaps more interested in the existence of a solid, self-per- 
petuating, and proved management with a past record of 
honest and efficient performance. Companies such as the 
General Electric, the Westinghouse Air Brake, and the United 
Fruit are typical examples of well-managed enterprises with 
enviable records of success and fair treatment of security 
holders. This list could easily be extended to considerable 
length. On the other hand, a long list could easily be made 
to include companies that have been wrecked by poor man- 
agement. The New York, New Haven & Hartford Railroad, 
for example, is to-day suffering from the costly mistakes of the 
Mellen régime, which ended as far back as 1913, although the 
present management has gone a long way toward restoring 
the road to its former position. 

It is, of course, difficult to formulate precise rules for the 
investor to follow in studying the management of corpora- 
tions. To a considerable extent the results of management 
are shown in the financial reports of the company. ‘This is 
eventually true in all cases; but it is entirely possible, in cer- 
tain enterprises, for poor management to be concealed for 
years, so far as the current reports of the company are con- 
cerned. ‘This is particularly true of those companies which 
are engaged in financial businesses, such as banks, mortgage 
companies, insurance companies, investment trusts, and the 
like. In these enterprises, management is the prime factor 
in determining the success or the failure of the company, yet 
the character of the management of such’ companies is often 
not recorded in current operating results at all. In order to 
emphasize this point, consider the case of a commercial bank. 
It will be recalled that one of the essential functions of a bank 
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is the lending of money or credit to its customers. It is in 
this way that a substantial portion of its funds is employed, 
although banks also invest in securities. 

The profits of a bank will depend in part on its ability to 
extend loans and discounts, for the larger this item, the greater 
the interest or discount received. Its earnings will also de- 
pend in part on the profitableness of its investments. There 
are many other sources of income, to be sure, but these two 
items are important ones. The significant point in this con- 
nection is that, under proper management, the loans and dis- 
counts of the bank will be carefully selected. Credit will be 
extended only to those concerns and individuals whose finan- 
cial ability to pay according to the terms of their agreements is 
unquestioned. Investments will be similarly chosen. Under 
poor management undesirable loans will be made and low 
grade securities purchased. Yet this situation may not be in- 
dicated by the balance sheets of the bank for a considerable 
period, because loans are often carried at their face value 
until, for a definite reason, they have to be written down. 
Much the same situation applies to the investments of the 
bank. Under poor management, therefore, it is conceivable 
that current earnings may be shown in excess of what they 
actually would be if proper adjustments were made to offset 
the eventual losses that are bound to occur if proper care is 
not exercised. 

A somewhat similar situation may occur in the case of mort- 
gage companies. The principal business of such concerns Is 
the loaning of money on real estate mortgages, and the pledg- 
ing of these loans or mortgages as collateral against which 
bonds are issued. 

A typical balance sheet for such a2 company would be as 
follows: 


BALANCE SHEET OF HOME LOAN COMPANY, DECEMBER 31, 1926 


Assets Liabilities 
Mortgages, Notes and Loans $5,650,000 Capital Stock ............- $ 500,000 
U. S. Government and IBONdS ete sie cere wre occ eke 5,000,000 
Other Securities ........ 435,000 Accrued Interest ......... 30,000 
Accrued Interest ......... 51,000 Misc. Accounts Payable.... 26,000 
Overdue Interest .......-. 25,000 Notes Payable ........... 436,000 
(CASW gosscocugsdbebobacne 150,000 Surplus ..........---s..+- 751,000 


Real Estate ......-.-++5-- 432,000 


$6,743,000 $6,743,000 
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It is evident that this company makes the greater part of 
its profit by charging for,its loans a higher rate of interest 
than it is required to pay for the use of the money it bor- 
rows. On the other hand, the ultimate value of the com- 
pany’s securities, stocks as well as bonds, will depend on the 
character of its mortgage loans. If a low grade of loan is 
taken the company can charge higher rates and additional 
bonuses, thus increasing its earnings. On the other hand, the 
character of its principal assets is lowered and eventually the 
situation may become serious if large losses have to be taken 
on its investments. While this situation is going on, however, 
there may be no evidence to warn the purchaser of the com- 
pany’s securities. For this reason, the average investor in 
such a company must rely to a large extent on the character 
and ability of those who manage its affairs. 

It is not necessary to repeat our discussion in respect to 
finance companies, investment trusts, and other enterprises 
whose operations are along essentially the same lines, for a 
similar situation exists.1_ There is an opportunity for those in 
charge of affairs to cover up errors for long periods by re- 
fusing to write off credit or investment losses. Nor is there 
any way by which the current financial data may be used to 
disclose this state of affairs. 

The extent to which managerial ability is immediately re- 
flected in the financial reports of a company will vary accord- 
ing to the nature of the enterprise. Regardless of the in- 
formation here disclosed, however, it is often desirable to 
pursue an entirely independent inquiry as to the record and 
character of a concern’s management. The record of its 
directors and officers in other capacities or in other enterprises 
is valuable information, where this is obtainable. In other 
cases, inquiry may be made through banks or other firms with 
which the concern under consideration does business, in an 
effort to get a satisfactory impression of its sponsors. On 
the other hand, where securities are sold through investment 
banking houses, much depends on the character of the orig- 
inating house. The reputation and standing of the investment 
banker in such cases is, indeed, important. In fact it may be 
assumed, when a banking house brings out~an issue, that it is 











1 For a more complete discussion of the securities of financial institutions see 
Chapters XX and XXI, 
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thoroughly familiar with the ability and the character of those 
who are to manage the business and is willing to stake its 
reputation on their success. In the case of subsidiary cor- 
porations, whose underlying securitics are being studied, it 
may be assumed that the management of the operating com- 
pany is no better than that of the parent company, for in such 
cases control of these underlying companies is usually abso- 
lute and the policies of the holding company are stamped on 
the operations of all of its subsidiaries. 

Equities and business risk.—Another aspect of analysis to 
be considered is general in its nature and universal in its ap- 
plication. The entire question of the financial structure of cor- 
porations, the relationship that exists between the various cor- 
porate ‘‘equities’’ in respect to profits and assets, and the 
manner in which these equities are affected by business risk is 
referred to here. The reason for developing this subject at the 
present stage of the discussion is twofold. In the first place, 
the topic is of paramount interest to all investors in corpo- 
‘rate securities; furthermore, it is sufficiently universal in its 
application to warrant general treatment rather than specific 
consideration, in connection with each of the various classes of 
enterprises that are subsequently to be studied. 

The term ‘‘equities’”’ will be used in subsequent pages of this 
book with a somewhat special meaning. It will be used to 
designate the ownership claim against the assets and earnings 
of a corporation which are attached to a specific security. For 
example, assume that a corporation has outstanding $100,000 
in common stock and $100,000 in 6 per cent first mortgage 
bonds, while surplus is carried at $50,000. What is the equity 
represented by these two classes of securities? The bonds 
obviously carry a first claim against the fixed assets of the 
company, but this claim is limited to $100,000. The equity 
represented by the common stock, on the other hand, has a 
book value of $150,000. If, now, the two equities are com- 
pared, there is found to be first a definite claim for $100,000 
secured by $250,000 in book assets. The equity represented 
by the common stock is preceded by this definite claim of 
$100,000, and amounts in all to $150,000 in terms of book 
assets. 

Trading on the equity defined—We sometimes say that 
the common stockholder “trades on his equity” when he bor- 


268 INVESTMENT PRINCIPLES AND PRACTICES 


rows, as he has done in the present case.” By this we mean 
that he takes a greater risk than the creditor takes, but re- 
serves the right to receive all profits over and above those 
which are necessary to pay charges on the borrowed money. 
It will be seen that in the previous case the stockholder has 
promised the bondholder, or creditor, a specific and definite 
return on his equity. At the same time the stockholder pro- 
vides a sort of safety cushion, or buffer, for the bondholder, 
by having made his own investment in the business. ‘This be- 
comes obvious when it is recalled that the bondholder will 
not lose any principal until assets have shrunk to the point 
where the common stockholder’s equity has been completely 
wiped out. The previous example may be used again for illus- 
trative purposes. So long as earnings after operating ex- 
penses are equal to $6,000 the bondholders are assured of 
their income. Likewise, so long as the assets have a market 
value of at least $100,000, only 40 per cent of their book 
value, the principal of the bonds is secure. The amounts over 
and above these figures are not a matter of concern to the 
bondholder, except in so far as large earnings and assets add 
further security to his investment. It may be concluded that, 
other things being equal, the larger the equities following any 
given issue of bonds, the better the security behind the bonds. 
Conversely, the larger the bond issue in proportion to the 
amount of subsequent equities, the greater is the risk attached, 
not only to the bonds, but also to the junior securities which 
follow the bonds. 

Profits accruing from trading on equity.—But while the 
risk is greater in the latter case, for both junior and senior 
securities, the opportunity for profits on the common stock 
are correspondingly increased. Therefore, it is a question of 
policy as to just how far the stockholders of a corporation 
may proceed with safety in borrowing money, or “trading on 
their equity” in an effort to enhance profits. We shall devote 
some attention to this problem in the present chapter, since 
it is one of the basic factors to be considered in the financial 
analysis of corporations. It involves, in other words, the 
whole question of financial structure. 





? Credit for this phrase belongs to W. H. Lyon. See Lyon, W. H., “Capitali- 
zation,” Chapter II, “Trading on the Equity,” 1912, Houghton Mifflin Cos 
Boston. 
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In developing this topic it will be advisable first to show 
more clearly the opportunities for profit and the correspond- 
ing enhancement of risk which result from an extension of 
borrowing operations. This can be done by means of a simple 
illustration. Assume that the owners of a corporation are 
convinced that capital employed in the business can earn at the 
rate of 10 per cent per annum, and that a reasonable amount 
of capital can be obtained by issuing 6 per cent, first mortgage 
bonds. If the stockholders avail themselves of this oppor- 
tunity to borrow the capital necessary for expansion purposes 
at 6 per cent, rather than by issuing additional common stock, 
it is apparent that they can increase their own return thereby. 
This may be adequately demonstrated by reducing the preced- 
ing assumptions to figures as is done in the two following ex- 
amples: 


EXAMPLE I 

Present Capital 
New Capital Secured by Is- 
sue of $1,000,000 New 


EXAMPLE II 

Present Capital 
New Capital Secured by Is- 
sue of $1,000,000 of 6% 


Stock Bonds 
Total Capital —_—- 
skotalin@apital meee rer $2,000,000 


10% on Capital Invested.. $ 200,000 10% on Capital Invested.. $ 200,000 


Less 6% on Bonds.......- 60,000 
Rate of Return on Stock... 10% oe 

Available for Stock....... $ 140,000 

Rate of Return on Stock... 14% 


In Example I, the owners of the business secured the funds 
necessary for expansion entirely by means of new common 
stock. It is true that total net profits were doubled, yet the 
number of shares among which such profits had to be divided 
was likewise doubled, so that the “per share’’ earnings re- 
mained the same. In Example II, however, additional capital 
was secured by issuing 6 per cent bonds. Although the interest 
on these bonds had to be paid before anything ceuld be paid 
on the common stock, the total return required to be paid for 
the use of this capital was but 6 per cent. So long as such 
additional capital was capable of producing a total return of 
10 per cent, the additional 4 per cent was available for the 
same number of shares of common as was originally outstand- 
ing, thus raising the return thereon to 14 per cent. The bond- 


270 INVESTMENT PRINCIPLES AND PRACTICES 


holder in such cases agrees to receive a smaller but a more 
certain return, and for this reason purchases a security based 
on a definite contract to pay a stated rate of interest. 

Increase of risks by trading on equity.—In order to show 
next the inherent risks involved in this operation, the analysis 
may be carried one step farther. Assume that the directors, 
encouraged by the results of borrowing the first $1,000,000, 
authorize a further issue of $4,000,000 8 per cent debenture 
bonds. The set-up under normal conditions would then be as 
follows: 


EXAMPLE III 


Capita eStock: nec aera coma nee canaries $1,000,000 
6% First’ Mortgage Bonds.)... ctw esse ee 1,000,000 
Soo Debenturewbondsatettes erin mere 4,000,000 
LotalsiCapital® Ga seh sae pac tepasat te meres $6,000,000 
rOJoonmGapitalmluyeste daycare ete 600,000 
Interest ion 167on bonds ie eure aerate 60,000 
Interesthones’om bonds mnie mtirnrr etre 320,000 
Availablemtormstockmerman aie varaer er $ 220,000 
Ratesof Return sony Stockett 22790 


The essential point to consider, when borrowing operations 
are extended in this manner, is the relative certainty that earn- 
ings can be maintained at, or above, the assumed rate. For 
instance, a drop in earnings from 10 to § per cent on invested 
capital becomes a serious matter in the third example, as it 
would reduce earnings available for charges from $600,000 
to $300,000, while the charges remain at $380,000 regard- 
less of earnings. In other words, the corporation, in this case, 
is actually faced with a deficit of $80,000. In the second ex- 
ample, however, where borrowings were relatively small, a 
drop in the rate of earnings on invested capital to 5 per cent 
would still give $100,000 available for charges of $60,000. 
The result here is merely a reduction in the rate of earnings 
on common stock from 14 per cent to 4 per cent, while in the 
first case the same decrease in earning power would merely 
cause a corresponding drop in the rate of eames on stock, 
since there was no borrowing. : 

If the time were taken to work out the necessary computa- 
tions, it could be shown that an increase in the rate of earn- 
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ings on invested capital from, say, 10 to 12 per cent would 
have a much more favorable effect on the common stock earn- 
ings in Case III than in Case II, or in Case I. That is, so 
long as earnings continue at or above the assumed rate (it 
might even be said that so long as the earnings on borrowed 
capital exceed the rate of interest paid thereon), borrowing 
is profitable for the common stockholder. 

Effect of business risk on capital structures.—Business risk 
may be defined for present purposes as the extent to which 
the gross earnings, operating ratios, and net earnings of a 
corporation fluctuate from year to year. These three factors 
are closely related and must all be considered in analyzing busi- 
ness risk. 

“Gross revenues” is the term customarily applied to the 
gross income which the corporation receives each year from 
the sale of the products it manufactures or the services it ren- 
ders. It includes only revenues from its normal business and 
not outside income, such as dividends or interest received on 
investments owned, or rentals from property leased to other 
concerns.° 

“Operating expenses’ consist of such items as wages, ma- 
terials used in manufacturing, depreciation, cost of heat, light, 
and power, repairs, local taxes, and so on. ‘These items 
must be paid for even before interest on the company’s funded 
debt is met. The amount left after such charges, which may 
be designated ‘“‘net income available for charges,” or “‘total 
income,” is thus seen to be a function of gross earnings and 
operating expenses. This may be illustrated by the following 
very simple income account: * 


ASSUMED INCOME ACCOUNT 


Grossmlanningsmen errr rericcelctiye eer $1,000,000 
Operating Ee xpensesmancstice sl ele tere“) 800,000 
Net Available for Charges...........-++: $ 200,000 





3 See Chapters XIII and XIV for full discussion of corporate income account. 

4In practice, the income account is more complicated. Income from outside 
sources, Federal taxes, depreciation, expenses not connected with operating the 
business, etc., are usually found treated in various ways. The analysis of 
income accounts will subsequently be considered in detail, at which time certain 
typical set-ups will be examined. 
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In this case the operating ratio, that is, the ratio of operat- 
ing expenses to gross, is 80 per cent. If “gross’’ were to in- 
crease to $1,500, 000 and operating expenses were to increase 
proportionately, * ‘net’ would increase to $300,000. Or, if our 
operating expenses were to increase to $900,000 without any 
corresponding decrease or increase in gross earnings, “net” 
would be reduced to $100,000. 

On the other hand, assume that gross earnings decline to 
$600,000 on account of bad business. Is it probable that 
operating expenses can be so adjusted that they will decline 
proportionately, that is, Can operating expenses be reduced to 
$480,000 and operating ratios remain at 80 per cent? This 
is doubtful, for, in the case of a normal concern, a part of its 
operating expenses are more or less “constant” or “fixed.” 
Superintendents’ salaries, heating costs, and some items of de- 
preciation cannot be proportionately reduced when gross earn- 
ings fall off. Therefore, a decline in gross frequently means 
an increase in operating ratios for many concerns. In the 
case at hand, if “gross” were to fall to $600,000 it is prob- 
able that operating expenses could be decreased to a point no 
lower than $550,000, in which case the operating ratio of the 
company would jump to 92 per cent. The extent to which 
this tendency obtains, however, will vary with different cor- 
porations, depending on the nature of the business and the 
amount of fixed capital employed therein. In any event, the 
result of this situation is that the net earnings of normal con- 
cerns decline much more rapidly than do gross earnings and 
operating ratios tend to increase during periods of depression. 

Furthermore, in competitive industries, a price war may 
seriously reduce gross revenues, yet the volume of business 
handled does not decline and may even increase. Under such 
conditions, it is usually impossible substantially to reduce 
operating ratios and they may even increase unless a much 
more efhcient operating program is adopted. In such indus- 
tries, therefore, a decline in gross, particularly if caused by a 
lowering of prices due to severe competition, will usually be 
accompanied by a rapid rise in operating ratios. This situa- 
tion exists to-day (1928) in the woolen and worsted industry 
and is largely responsible for the serious financial condition of 
many of our larger woolen and worsted mills. 

From the preceding discussion it is apparent that concerns 
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with widely fluctuating gross earnings, that is, whose sales 
fluctuate widely from year to year, will generally have a widely 
fluctuating net income available for distribution to the various 
equities found in the capital structure. Furthermore, those 
concerns whose operating expenses are the least flexible, or the 
least capable of being reduced when sales fall off, are in the 
worst position. It also follows that those concerns with the 
highest operating ratios during periods of normal operations 
are liable to be the first to show operating losses when sales 
slump. A concern whose operating ratio is normally 90 per 
cent requires 90 cents out of every dollar of sales to meet 
operating costs, leaving only ro cents for all other charges 
and profits. A concern whose operating ratio is normally 80 
per cent has a wider margin of safety and can suffer a pro- 
portionately heavier slump in sales, or rise in operating costs, 
before reaching the danger point, other factors being equal. 

When we discussed “trading on the equity,” we brought out 
the advantages and risks of borrowing capital. The risks, of 
course, are greatly magnified if earnings are unstable. In- 
stability in earnings is caused by fluctuating gross earnings, and 
fluctuating, or high, operating ratios. 

It is apparent that, if no business risk were present, that is, 
if earnings could be predicted with absolute accuracy, and did 
not fluctuate from year to year, borrowing operations could be 
expanded indefinitely. On the other hand, where earnings are 
highly erratic, and cannot be predicted Uh any accuracy, the 
existence of the fixed charges which accompany borrowing 
operations creates a real danger. Accordingly, the general 
conclusion may be drawn that, logically, bonds may make up 
a large portion of total capitalization in those industries and 
enterprises with low business risk, but must be used more spar- 
ingly in industries and enterprises with high risk. 

Business risk, in typical industries: public utilities.—Busi- 
ness risk as previously defined is decidedly lower among cer- 
tain of the so-called public utility companies than among con- 
cerns classified as industrials. This statement applies particu- 
larly to electric light and power, water, gas companies, and 
telephone and telegraph companies. The same may be said 
of railroad companies. On the other hand, traction companies 
are somewhat less favorably situated, partly on account of 
competition offered by the growing use of automobiles. 
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Up to a certain degree the services of such industries must 
be consumed quite irrespective of business conditions. There 
is very little risk from style changes. Competition is mini- 
mized by the very nature of the enterprise in the public utility 
field, where the economic law of increasing returns operates 
and where the duplication of facilities seldom occurs. Finally, 
the existence of commission control over rates and services is 
a stabilizing factor. 

The effect of this situation is clearly illustrated by a study 
of gross income, operating ratios, and income available for 
charges of the American Telephone & Telegraph Company 
for the years 1920 to 1926 inclusive. 


GROSS INCOME, INCOME AVAILABLE FOR CHARGES, AND 
OPERATING RATIOS 
(Amer. Tel. & Tel. Co. and Subsidiaries, 1920 to 1925, inclusive) * 


In MILLIONS OF DOLLARs: 


1920 1921 1922 1923 1924 §=61925 1926 


Gross Earnings ........ 449.4. A87.0 | 546.8 (601.6 1657.6 741.3 823-2 
‘Total @incomesjaeereeene S5-3u mE XOi7# | 1031.4) 50;0ntenIi5G.7 mnt OO, Simmes TAC 
Operating Ratio ........ 81.0 77.3 76.0 GG: 76.2 74.3 73-9 


Per CENT CHANGE OVER PREVIOUS YEAR 


192 1922 1923 1924 1925 19206 

















Gross'Seacta caictnere ot cae hen toe +8.3 +12.3 +10.0 -+9.3 +12.7 +11.0 
Totallincomes. ae aoe cae +209:5 +18.7 +14.0 +4.5 -+21.7 +12.5 
Operating Ratiow.j.cs5 cass 5% — 4.6 —1.7 —1.2 41.5 —2.5 —0.5 


* Based on consolidated income account. 
+ Available for charges. 


It will be noted that fluctuations in gross income here are 
at a minimum and, for the period studied, consist almost 
entirely of the normal increase in business naturally arising 
from increased population and industrial development. In 
fact, the annual increment of increase is remarkably regular. 
Furthermore, operating ratios vary only within a narrow 
range, declining slightly during the period on account of the 
fall in prices that occurred between 1920 and LOZ: 

At the close of the year 1926 the funded debt of the Amer- 
ican Telephone & Telegraph Company amounted to $385,- 
190,400, while capital and surplus amounted to $1,301,792,- 
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581. The ratio of debt to stockholders’ equity here is ap- 
proximately 1 to 3.38. As will be shown presently, this ratio 
is substantially lower than that found in many companies 
commonly classed as utilities. In fact, it is lower than is found 
in other telephone companies, for, in 1922, the ratio for all 
companies outside the Bell system was 1 to 2.° 

In the electric light and power and gas industry relatively 
low business risk is likewise found. This is clearly brought 
out by a study of the net income of typical companies during 
the past eight years. 


COMPARISON OF TREND OF EARNINGS OF SELECTED PUBLIC 
UTILITY CORPORATIONS 


(Net earnings, in $1,000’s, 1920 to 1926, inclusive) 


Consolidated Common- 

Gas & Elec. Detroit Brooklyn wealth 
Year Light, Baltimore Edison Edison Edison 
HP To) Silo Gas edo beee d 0 4,982 * 4,534 3,083 7,232 
Qe He Meisiat tie waters stsrapel one sieve 6,028 6,283 4,825 8,201 
GPP Seigumonj0o Doras 8,924 7,170 6,229 9,325 
CPE och. ODEO GOOD CAD 9,633 9,360 7,671 10,604 
GP 5.660 SB Acasa on OS 8,648 10,265 9,192 13,203 
HOPS SA doo como oiGomOSDe 9,975 12,610 9,880 15,311 
OPYS Bo cc Sore ROTA 9,676 13,994 11,584 17,656 


* Available for charges. 


The low business risk found in the case of electric light and 
power companies is accompanied by a relatively high ratio of 
debt to ownership equity. In the case of commercial central 
electric stations, for instance, funded debt for 3,774 stations 
amounted to $2,248,746,000, in 1922, while combined capital 
stock and surplus was carried at $2,385,183,000.° The ratio 
here was 1:1.06. That is to say, on the average, the stock- 
holders in these companies had borrowed approximately one 
dollar for every dollar that they had in the business. As a 
matter of fact, one frequently finds companies in this field with 
a funded debt considerably in excess of ownership investment. 





5“U, S. Statistical Abstract,” 1926, p. 349. Total funded debt for all com- 
panies with annual incomes above $10,000 was $91,165,000, while capital and 
surplus amounted to $182,417,000. 

6 “UJ, §, Statistical Abstract,” 1926, p. 358. 
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This is particularly true of the larger holding companies which 
have played so important a part in recent utility financing. The 
real reason for this situation goes back to the advantages 
accruing to the stockholders, or owners, of the enterprise from 
trading on a thin equity, where business risk is relatively low 
and where earnings on invested capital may be expected to 
exceed the rate paid on borrowed capital. 

Business risk in railroads.—In the case of the railroad in- 
dustry of this country we likewise find a relatively low business 
risk. Transportation is vitally necessary to the nation, the 
entire industry is strictly regulated, and operates, to some ex- 
tent, although not entirely, under monopoly conditions. As 
to the relative amount of business risk in railroad companies 
as compared with public utility enterprises some question may 
arise. Both are dependent on general financial conditions for 
the amount of their gross business, although there may be a 
somewhat closer connection in the case of our railroads. 
Furthermore, operating ratios are somewhat less flexible in 
the case of railroads, since they cannot be so easily reduced 
as in the case of some utilities. ‘This is particularly true on 
account of the control which the Interstate Commerce Com- 
mission has over rates and the reluctance on the part of the 
Commission to adjust rates upward during periods of rising 
prices and rising operating costs. 

Recent statistics of railroad operation—A study of the 
recent statistics of railroad operation brings out clearly the 
inability of a regulated industry immediately to meet changed 
economic conditions. The effect of rising prices from 1913 
to 1920 was to reduce the earnings of our railroads and to 
increase operating ratios. This tendency, especially pro- 
nounced after the War, was accentuated by the unwillingness 
of the Interstate Commerce Commission to grant rate in- 
creases sufhcient to offset rising costs. Since 1920, however, 
there has been a rapid reduction in operating ratios, due 
largely to rate increases, a lowering of general prices, and 
economies effected by the roads after their return to private 
operation in 1920. The table on the following page shows the 
reduction very conclusively. 

In 1924, funded debt constituted 62.6 per-cent of total net 
capitalization of all roads reporting to the Interstate Com- 
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OPERATING REVENUES, OPERATING INCOME, OPERATING RATIOS 


(Class I * Railroads, 1920 to 1926, inclusive, in Millions) 


1920 1921 1922 1923 
Operating Revenues................ $6,178 cry $5,559 $6,289 
Operating Income (net) seam cere $17 $601 $760 $962 
OperatincaRatio vane are one 94.3% 82.7% 79.5% 77.8% 
Per Cent Change in Operating Rev- 
enues Over Previous Year....... +20% —10.7% +7% +13.0% 
Per Cent Change in Operating Income 
@ver/Previous-veare wseines oe —96.2% +3435-290% +26.3%  +26.6% 
1624 1925 1926 
Operatingw@Revenues 7ry semitones Seba eres os $5,921 $6,123 $6,383 
Operatingelincomes (net) seer see oe eae $974 1,121 1,213 
Operating¢Raciome nn. crt tae cree eee ere 76.1% 74.1% asi Ay 
Per Cent Change in Operating Revenues Over 
Lega eLiSe MACE Ronson RCs Soest Seree —5.8% +3.4% +4.2% 
Per Cent Change in Operating Income Over Pre- 
WIOUISRY Calapeete ences teeta ct enks tiicte ne re F127. “FIS.0%% +8.0% 


* Class I refers to roads with annual operating revenues in excess of $1,000,000.— 
Commercial and Financial Chronicle, ‘Railway and Industrial Compendium,’”’ November, 


1927, Pp. 5. 


merce Commission.” This compares with a figure of 54.5 per 
cent in 1890. It is doubtful, however, that this increase was 
entirely voluntary. A study of the railway problem from 1900 
to 1920 shows that increasing regulation, especially in respect 
to rates, reduced profits and made the railroad industry a less 
attractive field for stock investment.* In seeking additional 
capital for expansion purposes during this period our railroads 
undoubtedly were forced, in many instances, to issue bonds 
rather than preferred or common stocks. 

Industrial companies, so-called; reasons for high business 
risk—Among so-called industrial companies one finds the 
widest fluctuations in earnings and the highest business risk. 
It is true that there are certain types of industrial companies 
which enjoy relatively stable earnings, but the existence of such 
companies does not destroy the validity of the general ob- 
servation. The reasons for this situation are not very hard 
to find. 


Competition.—In the first place, industrial companies are 





7“U, S. Statistical Abstract,” 1925, p. 378. 
8 See Chapters XVIII and XIX. 
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usually subject to severe competition, except in those relatively 
few instances where some form of legal monopoly, such as a 
patent monopoly, or control of raw material, exists. There 
are, in fact, several types of competition to which industrial 
companies are subject. First is the ordinary competition re- 
flected in the markets where the concern sells its output. 
Another type of competition comes from the continual growth 
of new concerns equipped with the newest and most modern 
machinery. Such companies for a time enjoy lower costs than 
their competitors, with the result that older concerns are often 
required to scrap their equipment long before its real life is 
spent in order to escape the handicap of high costs. This kind 
of depreciation is called obsolescence. Finally, must be con- 
sidered the competition of one commodity with another. It 
is a general complaint among clothing manufacturers that the 
automobile has diverted purchasing power, which otherwise 
would have been used for their products. The displacement 
of the bicycle and carriage industry by the automobile is now 
a matter of history, while the substitution of silk and artificial 
silk for cotton is so recent a phenomenon as to require but 
little comment. 

Instability of demand and changes in styles and tastes.— 
Another reason why industrial earnings fluctuate widely is the 
constant shifting which takes place in the public’s demand for 
goods and services, and style changes. Particularly in the tex- 
tile industries are style changes of the utmost importance. 
Several years ago a visit of the Prince of Wales to this country 
stimulated the sale of blue shirtings to such an extent that the 
earnings of several large mills which specialize in the manu- 
facture of shirtings were seriously affected, because they had 
a large stock of standard patterns which failed to move. The 
growing demand for combination shirts and collars during 
1926 and 1927 was given as the reason for a decline in earn- 
ings of one of our large collar manufacturing concerns. In 
the automobile field one is constantly witnessing changes in 
designs and models that react to the advantage of some com- 
panies and to the detriment of others. In short, it is neces- 
sary for all companies which:produce goods for the ultimate 
consumer to keep in constant touch with the consumers’ tastes 
and to anticipate the latest developments in order to maintain 
their position in the field. 
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Industrial earnings, how affected by business conditions. 
—The constant fluctuations that occur in business conditions, 
accompanied by rising and falling prosperity, also cause indus- 
trial earnings to vary from year to year. During periods of 
prosperity the purchasing power of the community is high, 
demand is large, and profits are high. Rising prices are like- 
wise favorable to most manufacturing concerns. During 
periods of depression demand falls off, prices decline, and the 
earnings of many concerns are seriously reduced. Companies 
engaged in the manufacture of luxuries, or of articles that can 
be dispensed with, naturally will be the hardest hit during such 
times, while concerns that manufacture low-priced necessities 
may not be so seriously affected. Industrial profits as a whole, 
however, follow the trend of business conditions very closely. 

The effect of price fluctuations on inventory values is 
another factor that often affects the profits of industrial com- 
panies. A rapid fall in prices, such as occurred in 1920 and 
1921, is a very serious factor to a concern that carries an 
- average inventory equal to 50 per cent of its gross sales. Not 
only does such a fall in price cause earnings to fall, but it 
weakens the concern’s liquid position and frequently requires 
temporary or permanent borrowing. 

Low business risk.—While so-called industrial corporations 
as a class are subject to high business risks there are exceptions. 
Companies that enjoy a monopoly in their field, either because 
they control patent rights or sources of raw materials, occupy 
a strategic position and may enjoy a relatively low business 
risk. The Eastman Kodak Company controls basic patent 
rights on photographic equipment as well as the trade-mark 
“kodak.” The Aluminum Company of America controls go 
per cent of the supply of aluminum in this country, while the 
Texas Gulf Sulphur Company controls the only known large 
sulphur mines in the world. By virtue of such monopoly these 
companies enjoy a relatively low business risk. 

Low priced necessities——Industrials manufacturing low 
priced commodities which are necessities of life likewise enjoy 
a stable demand for their products. Where such a situation 
obtains, the unit of expenditure for the article is small, the 
proportion of the consumer’s total income used in the purchase 
of such articles is small, and sales, therefore, remain constant 
irrespective of business conditions. ‘The Gillette Safety Razor, 
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the Diamond Match, Postum Cereal, and Liggett Myers be- 
long to this class, as shown in the following table: 


GROSS OR NET EARNINGS OF SELECTED INDUSTRIALS 


(1919-1926, inclusive, 000 omitted) 


Diamond  Postum Liggett @ 
Year Gillette Match Cereal R. J. Reynolds Myers 
LOLO erste $6,025*  $2,174* $21,046 10,273 $8,917" 
TO ZO mrcetets tetas 6,803 2,147 21,910 10,691 10,573 
TOT ares. 7,009 1,671 17,774 16,258 12,651 
TO22) yey ote-scoke 7,603 1,699 17,877 20,479 11,484 
HOP Rs oO OOeD 8,412 1,702 22,205 23,040 11,376 
THOYY le Gib Oe Oc 10,122 1,695 24,248 23,778 13,714 
LO 2 Smite sie 12,090 1,606 27,388 255222 17,028 
TO ZO meen Ligh eset 1,602 46,896 26,249 19,373 


* Net (gross not available). 


Chain store companies.—The better managed chain store 
companies have likewise been singularly free from business risk 
during the past decade. These companies sell standardized 
articles, on which the unit of expenditure is small. They 
operate over a wide territory and hence avoid the dangers of 
local depressions. Many of the articles they sell are necessities 
which are sold at a substantially lower price than similar articles 
in unit stores. For this reason, the larger chain store com- 
panies have shown a steady growth and a smooth upward trend 
of earnings quite irrespective of business conditions. The fol- 
lowing table, showing net earnings of the Woolworth and the 


S. S. Kresge Company, 1919 to 1926, inclusive, will illustrate 
this tendency. - 


NET EARNINGS SELECTED CHAIN STORE COMPANIES 


(1919-1926, Inclusive, ooo omitted) 


Year Woolworth Co. S. S. Kresge Co. 
LOT O\ iets myaieus hereon: tert $9,429 $2,280 
EQ2Oi Seria sxspvocnks Siete: 9,775 2,754 
VO2QT cieresese ta oteeeteieve seats 13,793 3,401 
TO2ZZ AY ta stersieterectentee levers 18,324 6,615 
TQ236 aye aleteiorotel sicher eee 20,698 9,493 
VQ24s Crevous aye eral veucree cores 20,669 10,114 
TO2S ler \crals nuevo sree ee roke ee 24,602 11,809 
L920 the wisaree tarts eet 28,205 12,504 


Whatever may be said regarding exceptions of this nature, 
it is a well recognized principle among investors that industrial 
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companies as a class are characterized by high business risk. 
This is the basis on which most investment bankers operate, 
with the result that the average ratio of bonded debt to owner- 
ship equity is lower among industrial companies as a group 
than among either public utilities or railroads. In a recent 
study covering 57 industrial corporations for the year 1918, 
with aggregate assets of $4,641,000,000, the total funded debt 
amounted to $500,000,000 while stock equity amounted to 
$3,091,000,000. The ratio here was approximately 1 to 6. 
Similar data for a group of 402 industrials, with combined 
assets of $6,114,000,000, showed funded debt of $465,000,- 
ooo and capital and surplus of $4,664,000,000. The ratio 
here was thus about one to ten.° These figures are significant, 
even though a wide variety of businesses are classified under 
the heading “industrials,” and they bear out the generally ac- 
cepted principle that borrowing operations should be guided 
by the extent to which business risk exists. 

Summary.—In the present chapter certain factors of general 
‘importance have been considered. Management is one of 
these. The capital structure of the corporation is also of 
primary concern, for here is reflected the financial relationship 
existing between different groups of investors. Capital struc- 
ture, however, is closely related to the risk present in the in- 
dustry. By way of suggestion, the risk elements present in 
the three major groups of privately owned companies were 
analyzed briefly. The investor, however, should be in a posi- 
tion to carry this investigation much farther and to dis- 
criminate within these groups. It should be a cardinal rule, 
in purchasing securities, to insist that the capital structure of 
the corporation be in keeping with the inherent risks present. 





9Lincoln, E. E., “Applied Business Finance,” p. 354, 1923, A. W. Shaw Co., 
Chicago. 


CHAPTER XIII 
FINANCIAL ANALYSIS—INDUSTRIALS 


Industrial securities —Among investors the term “industrial 
securities” is used in a very broad sense. Quite illogically it 
is often applied to the securities of practically all private enter- 
prises except those which may be definitely classified as public 
utilities, railroads, real estate, banks, insurance, or investment 
trusts. In a way, it is unfortunate that the term should be 
used in so general a fashion for, after all, there is little in 
common among such diverse enterprises as copper mining, oil 
producing, automobile manufacturing, and chain store mer- 
chandising. 

In developing methods of analysis that are applicable to 
railroad securities, one finds his problem simplified by the fact 
that he is dealing with corporations whose fundamental opera- 
tions are, to a certain extent, similar, in spite of the different 
geographical, economic, and climatic conditions in various 
parts of the-country. The same may be said of electric light 
and power companies, traction companies, banks, insurance 
companies, and so on. In determining methods of analysis 
which are adaptable to industrial securities a somewhat differ- 
ent situation exists. Although it is possible to single out cer- 
tain characteristics common to many different lines of activity 
it is nevertheless desirable to work out for each industry 
certain refinements that take into account factors which are 
germane to the industry under consideration. 

For example, in analyzing textile securities, many statistics 
can be reduced tq a “per spindle” basis. In considering sugar 
securities (the .“per- bag ‘basisimay ‘serve asia. ‘common 
denominator, while, in analyzing the securities of oil com- 
panies, as much depends on giving proper consideration to the 
reserves of the company as to current operating data. 

With this in mind a plan of investigation has been developed 
that provides first for a general survey of the-industry in which 
the enterprise itself is engaged. NHaving indicated some of 
the pertinent factors to be studied in determining the invest- 
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ment outlook of the entire industry, general methods are taken 
up by which the concern itself may be analyzed and its position 
in the industry determined. This is done by first considering 
a series of financial ratios that apply generally to industrial 
concerns and subsequently by showing how specific lines of 
inquiry may be adapted to particular industries. 

General survey of industry: sources of raw material.— 
One of the first matters to be considered in a general survey 
relates to the sources of raw material which the concern uses, 
the markets in which these are purchased, and the probable 
variations in raw material prices over a period of years. 
Where a concern is integrated, that is, where the same cor- 
poration produces both the raw materials and the finished 
products, as does the United States Steel Corporation, this 
aspect of business risk is minimized. Quite the opposite situa- 
tion exists in the case of our large tire companies, however, 
for here the bulk of their raw material, that is, crude rubber, 
comes from the Far East and is raised in British territory. One 
of the serious elements of risk present inthe tire industry arises 
from the wide fluctuations that occur in crude rubber prices 
from year to year. Some idea of the range over which rubber 
prices have varied during the period 1913 to 1925, inclusive, 
may be had from the following chart: 

Fig. 12—Fluctuations in Crude Rubber Prices 1913-1925 Inclusive: 


Average of Weekly Prices (Cents Per Pound) of Ribbed 
Smoked Sheets Spot, New York. 


CENTS PER POUND > CENTS PER Pound 





pal tlh) 
eee eae 
ica aa I EE ae 


1913 $914 1915 1916 191% 1918 1919 1920 1921 1922 1923 192% 1925 
Mandard Statistics Service, Annual} Statistical Bulletin, 1926, p. 71. 
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The actual monthly fluctuations in rubber prices were even 
more violent during a substantial portion of the period covered 
than is indicated by the curve of annual average prices. The 
following table gives the high and the low range for each year 
from 1920 on: 


MONTHLY AVERAGE PRICES—SPOT—NEW YORK * 


(In cents per Pound) 


Year High Low 
OPLOY GuodndgdooS.ou on 55.0 17.5 
CPSC ino on aoeD OO GUS 20.0 12.8 
OPP) “5 Ap ob bomcuOOOCeO 27.5 14.2 
OPE cod obo.WaOooOdO mn 35:5 26.0 
KP Sodusto ons GOO oG 38.1 18.9 
POE ob bn SO SipOn OO SOOe 104.8 35.6 


*“Annual Statistical Bulletin,” 1926, Standard Statistics Service, p. 71. 


In 1922 the so-called Stevenson plan, under which the 
production and export of rubber in the British Colonies is 
rigidly controlled, was put into effect in the British East Indies, 
with the idea of enhancing prices. ‘This area produces 70 per 
cent of the world’s supply of crude rubber and the United 
States consumes approximately 70 per cent of the world’s out- 
put. The restrictions proposed in the Stevenson plan were 
designed primarily to give the British producer a fair price 
for his rubber. The immediate result was a sharp rise in 
rubber to a high of 104.8 cents per pound in 1925. It can 
scarcely be said that the plan has as yet produced greater 
stability in rubber prices, however, for, since it became 
effective, wide fluctuations in prices have been the rule and 
not the exception. As late as 1926 there was in fact a spread 
of over 100 per cent between the low and the high monthly 
average prices. (The Stevenson plan has been discontinued 
since this book went to press. ) 

It is difficult to picture the hazards arising from such rapid 
and erratic fluctuations in raw material prices without first 
picturing the amount of inventories which a typical tire com- 
pany is required to carry. The B. F. Goodrich Company, for 
instance, produced gross sales during the year 1926 of $148,- 
391,478. Its inventories at the year end were carried at 
$28,494,693. In 1920 inventories were carried at $72,631,- 
000 against sales of about $150,000,000. It would perhaps 
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be more accurate to compare the average inventory carried 
during the year with the sales for the year. If this is done 
for the period 1920 to 1926, inclusive, it would appear that 
every dollar of average inventory carried produced the fol- 
lowing number of dollars in sales: 


INVENTORIES AND SALES—B. F. GOODRICH CO. 


(1921 to 1926) 


Year Average Inventory * Sales Sales per $ Inventory 
(in $100,000) (in $100,000) 
LPH <cioige outa Do aOmOBaS 51.1 86.7 127 
ROPE GSamcogonBab oo oaGs 26.3 93.6 3.5 
IO ctadionoo "ion COO doe 23.6 107.0 4.5 
POP YY sig Seer e.c, EOS OREO 22.2 109.8 4.9 
EQS Geiss soles ate ledehenstoncroe 30.8 136.2 4.4 
G2 Ofmete rede tetera rorovee mieten rie 25:0 148.4 4.2 


* Average between inventory at beginning of period and end of period. 


A loss of 25 per cent on its average inventories during any 
of the years referred to would have been a serious matter to 
this company and might easily have created a current deficit 
in operating results. It is true that Opportunities for large 
profits are created during periods of rising prices, yet it is far 
‘better policy for manufacturing corporations to avoid, if pos- 
sible, all chance of loss or gain from fluctuations in commodity 
prices and to seek so far as possible only a normal manufac- 
turing profit. 

Labor conditions and business risks.—The question of labor 
conditions likewise presents an element of risk in industrial 
companies. The production of bituminous coal is so organized 
at present that a serious labor problem is created. Somewhat 
less than half the coal of this country is normally produced in 
union mines. Nonunion mines are able, however, to step up 
production so that approximately 70 per cent of our total 
needs can be met from this source. Admittedly the total 
potential output of bituminous coal, union and nonunion, is in 
excess of our current requirements. In the union fields miners 
do not work on full time, otherwise more coal would be pro- 
duced than is needed. Nonunion coal can be produced at a 
somewhat lower price than can union coal, on account of the 
higher wage level in the union districts. Union leaders, on 
the other hand, insist on the maintenance of high wages. The 
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industry is characterized by constant jockeying on the part of 
union leaders and by frequent strikes. Therefore, the pur- 
chase of the securities of coal companies operating in the union 
districts is subject to all the risks occasioned by the preceding 
circumstances. 

Markets.—A study should also be made of the market for 
the products of the concern under consideration. The location 
and the extent of the market and the nature of the demand 
are important. Is the product a necessity or a luxury? How 
will sales hold up during periods of depression? What com- 
petition must be met? Are sales of the so-called repeat sort, 
or is a customer once sold out of the market? The salvation 
of the Gillette Safety Razor Company lies in the fact that 
there is a market for over 50,000,000 dozen of its blades 
annually. Another factor of importance is diversity of outlets. 
Concerns which sell through many retail outlets and which 
have a consumer demand for their products are in a better 
position than are concerns which sell under jobbers’ brands to 
a few large outlets. 

Organization within the industry.—Still another matter 
that should be given serious thought in purchasing industrial 
securities is the condition of the industry. Is there room for 
future expansion or has the industry reached the acme of its 
growth? There is little or no opportunity to-day for expan- 
sion in the cotton or woolen textile industries. ‘The automatic 
signal and train control field, on the other hand, apparently, 
is in a position to go on for some time and to expand rapidly, 
for only a relatively small portion of the entire mileage of the 
country is at present (1928) equipped with automatic train 
control devices. 

The organization found within the industry is also important. 
In the cotton textile field there are many small independent 
mills competing for business. ‘There are also two distinct 
producing areas—New England and the South. In the former 
locality many mills are characterized by old-fashioned manage- 
ment and obsolete equipment. Costs of production are also 
high, yet these mills have a low original investment cost and 
hence low carrying charges. The development of new mills 
in the South on a rapid scale has so increased the number of 
spindles in operation and output that there is insufficient busi- 
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ness to keep all plants operating at a profitable capacity. The 
failure of high cost producing mills is not an immediate 
remedy for the situation, for such mills, unless liquidated and 
dismantled, still operate so long as they can meet so-called 
‘‘out of pocket” expenses. Under such conditions, they actually 
become more dangerous competitors, at least so far as trade 
stabilization is concerned, than do new mills with normally low 
production costs. Compare the textile situation with that 
found in the electric equipment field, where there are only two 
competing concerns of any size, operating under an agreement 
where all patent rights are pooled: Competition, while exist- 
ing, to be sure, is minimized, and an equitable division of busi- 
ness occurs at prices which provide a reasonable profit for both 
concerns. 

The tariff and investments.—The relation of various indus- 
tries to our tariff laws should also be studied carefully by 
investors. While many aspects of the tariff are subject to 
argument, there are certainly some industries which would be 
seriously affected, at least in part, by a change in the tariff 
laws. Many feel that a heavy tariff on cotton and woolen 
goods is an absolute necessity if the industries are to be main- 
tained at all in this country. If this is so, certainly the tariff 
raises the prices of the products of these industries to the 
consumer. The farmers who constitute a large group of con- 
sumers, however, profit little, if any, from a tariff on agricul- 
tural products, for the price of wheat and many other 
agricultural products is determined in the world markets. This 
statement is entirely correct, at least so far as those products 
of which we have an exportable surplus are concerned. ‘This 
being the case, the farmer suffers a distinct loss from a tariff 
on textiles. Thus, he is required to pay more for the clothes 
he wears, while foreign purchasing power for his own products 
is curtailed by preventing foreigners from selling in our 
markets. The application of all this to investments may seem 
obscure, yet it might conceivably present a real and serious 
problem to investors in textile stocks, if the agricultural voters 
of the country some day exerted sufficient political power to 
bring about a reduction in the tariff on textiles. 

Analysis of individual concerns: importance of financial 
statements.—After the investor has given sufficient thought to 
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these general factors which have an important bearing on the 
investment problem, he may logically turn his attention to the 
particular enterprise itself. In studying the risks of a single 
enterprise, interest centers on two essential points: the position 
of the company in the industry; and the conditions within the 
business itself. In this connection, contact is at once essential 
with *the financial records which are customarily used to 
present the actual condition of the company from time to time, 
as well as to summarize its operating results during the periods 
that intervene. 

The two most important financial records that are available 
to the investor for purposes of financial analysis are the 
balance sheets and the income accounts of a corporation. 
These records are so important and are so generally used by 
investors in appraising the financial condition of businesses and 
the financial risks attached to their securities that a thorough 
understanding of them is necessary to the student of invest- 
ments. For the benefit of those who are not familiar with 
accounting methods a brief explanation of the nature of these 
two sets of accounts follows. 

Balance sheet defined.—The balance sheet may be said to 
show a cross section of the financial condition of a concern’ 
(or individual) at a given instant of time. It is a statement 
of assets, liabilities, and proprietorship interest, and may be 
interpreted as an equation: Assets = Liabilities + Proprietor- 
ship Interest. On the asset, or debit, side of the balance sheet 
is a list of all the assets of the corporation; on the liability, 
or credit, side is indicated the various equities in these assets. 
That which does not belong to creditors belongs to the owners 
of the business. Thus do we find two distinct types of accounts 
on the liability side of the balance sheet: those representing 
amounts owed to outsiders, and those representing amounts 
owed to the owners, so to speak. 

We have a somewhat different situation, however, when 
the corporation suffers losses sufficient to reduce or to impair 
the original capital; that is, when assets are less than liabilities 
plus original capital, a deficit occurs. This deficit appears as 
a negative item on the liability side, but becomes a positive 
item if transferred to the asset side of the equation; that is, 
Assets = Liabilities -+- Capital (proprietorship) — Deficit 
(proprietorship) ; or Assets + Deficit = Capital + Liabilities. 
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A “deficit” is not a real asset, however, but is really an offset 
to capital. 

Analysis of proprietorship accounts.—These very elemen- 
tary concepts will now be illustrated by hypothetical balance 
sheets. Let us first assume that the financial affairs of cor- 
poration 4 stood as follows at the close of business December 


Fimroe 7: 


Assets Liabilities 
Land and Buildings ...... $1,000,000 Capital Stock ............ $1,000,000 
Machinery and Equipment. 5OO}COO EE ONSEN OL Oman En Eieikiteior: 500,000 
Inyventoniesmeanaaotteecs ce 600,000 Accounts Payable ........ 400,CcOoo 
Accounts Receivable ...... 6O0,00OL==N Otés Payable ns. cs wetieas 200,000 
(ORE ob douo SA SUGURLE Mee 300,000 ~=Sr Profit and Loss Surplus.... 900,000 
$3,000,000 $3,000,000 


If this company had been liquidated on December 31, and 
if the assets had all brought their book values, the $3,000,000 
of assets would have been distributed as follows: $500,000 
to the bondholders, $600,000 to note holders and creditors, 
and $1,900,000 to the stockholders. 

Suppose, on the other hand, that the company suffered 
severe losses during 1927 and that the balance sheet showed 
the following situation on December 31, rather than the more 
prosperous one previously suggested: 


Assets Liabilities 

Land and Buildings ...... $1,000,000 Capital Stock ............ $1,000,000 
Machinery and Equipment. BOOOOOn ME DONASHO/ Om niaran aire: 500,000 
Inventories see -cs, eee. 300,000 Accounts Payable ........ 900,000 
Accounts Receivable ...... 200,000 —Notes Payable ........... 500,000 
(GEON oo oetadhotpoen ao coe 100,000 
Profit and Loss Deficit..... 800,000 

$2,900,000 $2,900,000 





Should assets now be liquidated at their book values the 
total receipts would not be $2,900,000, but $2,100,000. This 
would be distributed as follows: “$500,000 to the bond- 
holders, $900,000 to the creditors, $500,000 to the note- 
holders, and the remaining $200,000 to the stockholders. The 
profit and loss deficit here is thus an offset to capital and is 
not an asset in the true sense of the word. That is to say, 
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the real book value of the capital account is $200,000, and 
not $1,000,000 as it appears at first glance. The asset, “profit 
and loss deficit,’ which has been designated an “offset” 
account, must first be deducted. Its appearance on the asset 
side as a positive item, or on the liability side as a negative 
item, is necessary to make the books balance. 

It is possible, of course, that the deficit might be in excess 
of the amount of capital stock outstanding. In cases where 
this occurs the corporation is said to be “insolvent.” That 
is, the corporation has not enough assets to meet its actual 
obligations to outside creditors. A situation such as this may 
occur before it is shown on the books of the company. Re- 
verting to the balance sheet on page 289, one observes that 
land and buildings are carried at $1,000,000. Assume now 
that this item is overvalued on the books of the company and 
is really worth only $700,000. A proper revaluation of these 
assets would increase the profit and loss deficit to $1,100,000 
and the corporation would become insolvent. A similar loss 
might be incurred in respect to any of the other asset items 
with the same results. . 

Lack of standardization.—For illustrative purposes a very 
simple balance sheet was constructed. In practice the balance 
sheet may be presented in a much more complicated form and 
thus present a real problem of analysis. Furthermore, there 
is an utter lack of standardization in industrial accounting that 
makes the analyst’s task at times very difficult. Take, for 
example, the variety of ways in which depreciation may be 
handled. Some concerns do not charge any depreciation, but 
rely on maintenance to offset the normal wear and tear on 
fixed assets. Other concerns charge income for a fixed annual 
amount, determined by the value of the assets and the rate 
at which they are expected to depreciate, and write down these 
assets each year by an amount equal to the estimated deprecia- 
tion. When this is done the assets may be carried at their 
depreciated figure in the balance sheet or at their original 
value, with the depreciation reserve appearing directly under- 
neath the original value, while the amount extended is the 
depreciated value. This may be illustrated by reference to the 
balance sheet appearing on page 289. Let us-assume that the 
machinery and equipment account which is here carried at 
$500,000 has a value before depreciation of $600,000. This 
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item might be carried at $500,000, as is done, with no 
reference to depreciation, or it might be carried as follows: 


Machinery and Equipment........ $600,000 
Pecsm Deprectation sma. vise. sents 100,000 


$500,000 


A still further method for handling depreciation is to set it 
up as a liability under the heading “reserves for depreciation.” 
Had this been done in the preceding case ‘machinery and 
equipment” would have been carried at $600,000 on the asset 
side of the balance sheet and among the liabilities there would 
have. appearcd van) item, reserves for. depreciation | on 
machinery and equipment,’ amounting to $100,000. The 
entries then would have been as follows: 


Assets Liabilities 


Machinery and Equipment.. $600,000 Reserves for Depreciation on 
Machinery and Equipment $100,000 


It is important for the investor to differentiate between so- 
called offset reserves of this nature and real proprietorship 
reserves. Offset reserves are items that appear on the opposite 
side of the balance sheet from which the account to which they 
are related appears. eserves for inventory reduction, de- 
preciation, and doubtful accounts are all examples of offset 
items. The simplest way in which to dispose of such accounts 
is to reconstruct the balance sheet and eliminate them entirely. 
When this is done it is necessary to deduct the amount indi- 
cated from the corresponding item on the other side of the 
balance sheet. 

When the corporation sets up special reserves that cannot 
be definitely interpreted, a more difficult problem is created. 
Suppose that a reserve is set up for “pensions and retire- 
ments.” Is this a true proprietorship item or not? The 
answer depends, of course, on the extent to which the amounts 
charged thereto represent real liabilities. If properly set up, 
and not exaggerated, the assumption is that sooner or later an 
equal amount must be paid out as losses. The same may be 
said of other special ‘‘contingent” reserves set up against pos- 
sible inventory losses, or fire losses, where the corporation 
operates its own insurance funds, and so forth. On the other 
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hand, corporations sometimes use such accounts to hide 
earnings. 

“Reserves for additions and betterments” generally repre- 
sent true proprietorship reserves, while “special reserves” may 
or may not represent a proprietorship account. In cases where 
corporations are involved in lawsuits or patent disputes, they 
sometimes set up reserves to cover anticipated losses. Con- 
servative practice warrants that such accounts be questioned, 
unless explained in the reports of the company. 

The presence of a relatively large item representing “good 
will” or other intangibles requires special treatment by the 
analyst. Pending further discussion, it is recommended that 
such items be eliminated entirely from the balance sheet and 
that an equal amount be deducted from surplus. ‘This should 
not be taken to imply that good will never has a value, for, 
as will be seen, it may have a real value. The purpose in 
eliminating intangibles from the balance sheet is purely to 
facilitate the statistical comparisons that are to be suggested. 

Deferred and prepaid items also require interpretation. In 
the customary operation of corporate affairs, it becomes neces- 
sary from time to time to pay in advance for certain services. 
Frequently, insurance is paid for several years in advance. In 
other instances, work may be undertaken in opening up new 
markets and the expenses incurred carried as an asset until 
profits materialize. In other cases, extraordinary losses may 
be set up as a deferred or suspense account and gradually 
charged against earnings. As a rule, however, deferred items 
are proportionately small and may be regarded simply as cur- 
rent assets. At least this treatment is recommended, where 
they are not large and where “‘accruals’’ are included under 
current liabilities. 

Income account defined.—The income account, as con- 
trasted to the balance sheet, shows the operating results of a 
corporation over a period of time, usually a year. It is from 
the income account that it is possible to analyze in more detail 
the changes that occur in the various accounts as between two 
consecutive balance sheets. Practice varies in respect to the 
form in which the income account is set up, but in the case 
cf manufacturing concerns the following example illustrates 
in a general way the customary method of presenting this in- 
formation. The same procedure will be followed in explaining 
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the income account as in explaining the balance sheet. First 
a simple form of income account, covering the operation of 
our assumed corporation for the year ended December 31, 
1928, will be considered. (See page 295 for balance sheet. ) 


INCOME ACCOUNT—YEAR ENDED DECEMBER 31, 1928 


Gross Salesimce cctocnrone vie oe Ge $1,000,000 
Operating sExpenses™ wtas cca = 800,000 
Opexatings incomes. .e- eee ay $200,000 
Income from Other Sources....... 20,000 
MotalPlncome ker -eeseicicckeileelos ses $220,000 
Bixeds Char wesins «ce crtsle.c telson 30,000 
WieGe, Laxes) sinc cc. cwenetserisiens 20,000 
INeteharningsima. ctr teen $170,000 
Dividends)‘on) Stock) <.,.0--- es ete 100,000 
ProfiteandsIossme cecine cites cers $ 70,000 


It is also true that there is a lack of standardization among 
accountants as to the way in which the income account is set 
up. The simple example suggested here illustrates the main 
groupings necessary to a proper analysis of the financial affairs 
of the corporation. The first item which appears is “Gross 
Salce ae Wnisseniayes ber labeled el otala Revenues: «|. Sales 
Billed,” or “Sales,” but should include only the gross amounts 
received from the normal operations of the business, after 
returns and allowances have been deducted. “Operating Ex- 
penses”’ include expenditures made in the operation of the busi- 
ness, but do not include fixed charges. Among the more com- 
mon items found under operating expenses are costs of 
material, labor, superintendents’ salaries, heat, light, and 
power, depreciation on buildings, machinery and equipment, 
tool expense, and maintenance of plant and equipment. The 
amount left after the payment of such expenses may be called 
Operating income. To this is generally added income not 
derived from the business. Such income may include interest 
received from outside investments, rentals on leased properties, 
and the like. If there are other expenses incurred that are 
not in the nature of fixed charges or operating expenses they 
may be deducted at this point. Among such charges may be 
included the cost of maintaining leased property, special pro- 
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motion expenses, and the like. In any event “Total Income”’ 
should represent the amount available for bond interest and 
other fixed charges, and Federal taxes. The amount left after 
these deductions are made is available for dividends on stocks, 
and for surplus. 

Again, it should be recalled that practice differs among cor- 
porations as to the form in which the income account is pub- 
lished. Some corporations include Federal taxes in operating 
expenses; others do not charge depreciation as an operating 
expense but insert it later in the income account, perhaps as 
a charge against surplus; still other corporations do not show 
gross sales at all; and so on. Complete lack of standardization 
again makes the analyst’s task more difficult, for he is fre- 
quently required to use his ingenuity in interpreting various 
items. In the work of comparing one corporation’s accounts 
with another, it is often necessary to rearrange the various 
corporate accounts in some standard form beforé any uniform 
results are possible. The arrangement suggested in the simple 
statements of Corporation A may be considered as an ideal 
grouping for analytical purposes. 

Relation of income account to balance sheet.—All income 
and expense, which has an effect one way or another on 
the proprietorship equity of the company, is summarized in 
the income account. In the preceding example the profit 
and loss balance of $70,000 represents the net change made 
in the surplus account of the corporation between the two 
balance sheet periods. ‘This may be illustrated by referring 
to the first of the previous balance sheets assumed for this 
corporation, appearing on page 289, in which profit and loss 
surplus was carried at $900,000 for the year ended December 
31, 1927. It is known from the income account just shown 
that the 1928 balance sheet will have to show a $70,000 
increase in proprietorship equity. Presumably this will appear 
in the profit and loss surplus account.? It is in fact conceivable 
that the balance sheet of Corporation A might appear as 
follows, December 31, 1928: 





1 This statement assumes that no capital adjustments were made during the 
year, such, for example, as the writing up or down of fixed assets or the 
distribution of stock dividends. Such adjustments have an effect on proprietor- 
ship equity and do not necessarily appear in the income account for the period. 
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Assets Liabilities 
Land and Buildings....... $1,025,000 Capital Stock ©.A..4.+... $1,000,000 
Machinery and Equipment. R 25,000 SL BDOUGSwenecebnoras + trons cies 500,000 
IMVentOnlessern srs eer coer 700,000 Accounts Payable ........ 400,000 
Accounts Receivable ...... 500,000 (NotesaMayabley jimmie cere 200,000 
Cashes tian, siarcestelstetveayero cares BZD OOO BULDIUS soars tietes alerts armors cists 970,000 
$3,070,000 $3,070,000 


In other words, one must look to the income account for 
explanation of the changes that take place between two balance 
sheet periods. In the case of Corporation A, if no income 
account had been available, but merely the balance sheets for 
the years ended December 31, 1927 and 1928, respectively, 
and had it been known that the company paid dividends of 
$100,000, net earnings for the period could have been deter- 
mined by working backward. By subtracting the 1927 surplus 
from that for 1928 a gain of $70,000 is shown. Adding to 
this $100,000 in dividends, one arrives at total net earnings 
of $170,000. In the case of corporations which fail to publish 
income accounts, but which do publish annual balance sheets, 
it is possible to estimate earnings in this way. 

Analysis of United States Steel Company’s reports: bal- 
ance sheet.—Now that a typical balance sheet and income ac- 
count have been examined and the relationship between the 
two statements traced, it will prove interesting to consider a 
set of actual accounts as published by a going concern. For 
illustrative purposes, the balance sheet and the income account 
of the United States Steel Company have been chosen. The 
accounts of this concern have been used, because they present 
several very interesting problems. In a way, the accounts of 
this corporation are very full. On the other hand, as published 
for stockholders, these reports reflect certain accounting prac- 
tices that require adjustment before they can be used for 
accurate investment analysis. A complete presentation of the 
balance sheet of this corporation for the year ended December 
31, 1926, is given on pages 296 and 297. The income account 
for the period appears on pages 301 and 302. 
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While many of the items appearing in this statement are 
clear, others require some explanation. The first account to 
appear is that of “‘fixed investment.” Here is represented the 
value of the fixed assets of the corporation: plants, furnaces, 
steel mills, mining properties, and so forth. It appears that 
these are carried at their net valuation, that is, ‘less deprecia- 
tion.” ‘‘Mining royalties,” on the other hand, are valued first 
at their appraised value and then a reserve is set up to cover 
contingent losses. If this reserve is properly determined the 
extended figure represents the true value of the royalties. If 
they are over or under estimated a subsequent adjustment will 
have to be made in the surplus account of the company. “De- 
ferred charges,” which are explained as charges having been 
incurred and really chargeable against future income or opera- 
tions, are carried at the nominal amount of $1,865,991.95. 
Discount on bonds is another type of deferred charge. Where 
bonds are sold at less than par, it is customary to credit ‘“‘bonds 
outstanding” for an amount equal to the par value of the 
bonds sold and to debit ‘“‘cash” for the amount of cash 
received, and ‘“‘bond discount”’ for the difference between the 
par value of the bonds and the cash received. Each year 
during the life of the bond an equal amount is charged to 
earnings and credited to bond discount. In this way the dis- 
count is absorbed over the life of the bond and is not all 
charged against earnings or surplus in one year. ‘Technically, 
such an account should be eliminated from the assets of the 
company and an equal sum deducted from surplus in order to 
facilitate analysis. If the account is small it may be ignored. 
The-reverse situation occurs when bonds are sold at a premium. 
Here cash is debited for the entire amount received, which is 
in excess of the bonds issued. Bonds outstanding are credited 
with the par amount issued and ‘“‘premium on bonds”’ is cred- 
ited for the balance. This sum is then gradually credited to 
earnings over the life of the bonds. For analytical purposes 
‘premium on bonds or stocks” may be converted into surplus. 

“Investments” may be passed over lightly, for no detailed 
explanation is required. ‘Sinking and reserve fund assets,” 
however, require a more detailed discussion. The published 
statement, although it gives some clue as to the purposes for 
which these assets are held, does not convey full information. 
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Those designated as ‘‘cash resources held by trustees ac- 
count of bond sinking fund” are clearly cash reserves held for 
retirement of bonds. The item, ‘‘contingent fund and miscel- 
laneous assets,” is less clear, although it may be assumed that 
this item and the following one, designated as “insurance and 
depreciation fund assets,’ are offset on the liability side by 
‘sundry reserves,’ amounting in all to $121,356,836. These 
several items are difficult to analyze in the absence of support- 
ing detail. Do they represent proprietorship items, or a 
reserve fund to meet real contingent liabilities? If there is a 
reasonable chance that the $121,356,836 of “Sundry reserves” 
will some day be required to meet actual losses then insurance 
contingent fund assets may be required for the indicated pur- 
pose, and these assets must be regarded as appropriated for 
specific uses. On the other hand, to the extent that these 
assets are not required to meet contingent losses, eventually 
they may be regarded as the property of the stockholders. It 
has been the practice of this company to charge annual earn- 
ings for certain funds placed in sinking fund reserves and to 
credit contingent and operating reserves. This account, there- 
fore, is in the nature of a further offset against assets, a sort 
of depreciation or depletion reserve account, so to speak. Al- 
though this policy strikes one as conservative, we shall follow 
the company’s appraisal of the situation and shall not regard 
any of the amounts as proprietorship items. Similarly, we 
shall construe charges for bond sinking fund, which will appear 
subsequently, as a charge against earnings. 

The items included under current assets are well described 
by their titles and do not require elaborate definition. It should 
be recalled, however, that the various accounts here classified 
represent sums that may, or will shortly, be converted into 
cash. There is a distinct advantage in a grouping of such 
accounts under one heading, for it is important that the analyst 
know what proportion of total assets are in liquid form. All 
assets listed up to this point are fixed. That is, they represent 
a permanent investment which is not ordinarily converted into 
cash, and which is not capable of being converted, except at 
considerable inconvenience and with the possibility of loss. 
Current assets, on the other hand, will be, or at least may be, 
converted into cash within from three to six months. 
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Turning next to liabilities we note that the first item consists 
of stocks of the United States Steel Corporation. The second 
item consists of stocks of subsidiary companies owned by the 
public. That is, the process of consolidation here is not com- 
plete, for some of the minority stocks of subsidiaries are 
owned by outsiders. Under the next heading is included all 
bonds of the United States Steel Corporation and subsidiaries. 
The sum total of these and the next item, designated, “sub- 
sidiary companies mining royalty notes,’ may be said to 
represent the “funded” or “fixed” debt of the corporation. 
This debt is not to be compared with the amounts represented 
by the capital stock accounts, which designate ownership, nor 
with the item “current liabilities,” under which all obligations 
that come due within the next few months are grouped. The 
reasons why current accounts should be grouped under a single 
heading will appear more fully later. For the time being it 
will suffice to state that the analyst should not only know what 
proportion of the corporation’s assets may be readily con- 
verted into cash, but he should also know the total amount 
of liabilities which the corporation may be called upon to meet 
within the current period. 

The character of the next item is not entirely clear. It 
would appear that the company carries some of its own 
insurance, which is entirely proper, where the distribution of 
risks is sufficiently wide. This operation requires a credit to 
insurance reserves in an amount each year which measures the 
actuarial chances of loss. The $40,173,467.66 will not be 
considered, therefore, as a proprietorship account. The $81,- 
183,368.92 item represents contingency and operating re- 
serves. [This company has followed the policy of charging 
earnings annually for all amounts put in sinking fund reserves 
and of crediting the account “‘contingency and operating re- 
serves.” This permits subsequent write-offs in assets and 
adjustments in contingency reserves to be made without 
reference to earnings in any given year. On the other hand, 
if this account is in excess of the amounts required for subse- 
quent write-offs, then earnings have been concealed. Although 
it is probable that the company has been very liberal in the 
amounts credited to this reserve, as already explained, we shall 
regard it in the same light as the auditors, and will not con- 
sider it as a proprietorship item. 
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The last two items appearing in the balance sheet are strictly 
proprietorship reserves. The only distinction between ‘‘ap- 
propriated surplus to cover capital expenditures” and “undi- 
vided surplus”’ is that the former item represents earnings that 
have been strictly appropriated and committed to the enter- 
prise, while “undivided surplus” represents free surplus and 
may be disposed of in any way that best fits the needs of the 
corporation. It may be paid out in dividends or it may be 
retained in the business. 

United States Steel Corporation income account: 1926.— 
The income account for the year ended December 31, 1926, 
as actually published by the company, may now be given in 


full. 


INCOME ACCOUNT, INCLUDING SUBSIDIARY COMPANIES, UNITED 
STATES STEEL CORPORATION, 1926 


Grossmoalestana) Hanning sies parecer eee tee $1, 508,076,091 
Manufacturing and Prod. Cost Included Ordinary 
Maintenance and Repairs and Provides Depre- 


(ETA Oi a Ao BGO SHOR Set OO OC LAP nO ce on pcan $1,264,973,91% 
Adininistrative and sselling 2. <1. sis oe sec 38,972,713 
Taxes: 

Wocalluert cer mie ersdele sci sescs oes $35,266,010 
Mederalmerterratasscqetstre <cie-sl> sie 17,133;57% 
52,399,581 
Commercial Discounts and Interest............... 9,595,447 


$1,365,941,653 * 


Less Amount Included in Above for Depletion and 
Depreciation. Here Deducted as Item Is Shown 


Separately Below .......---+eseeeeeeeeeeeeeee 53,171,075 
1,312,770,577 
PALATES .Goooamauce doodins od ondonaocene $ 195,305,513 
Sundry Gains and Losses, Including Royalties Re- 
ceived, Idle Plant Expenses, etc. .......+.++.-- $5,064,747 


Ponta Retail) soosoashaoovbesodddocssucuyade 1,605,120 
6,669,867 


Total Net Mfg., Prof. and Op. Inc. before 
Providing for Deprec. and Depletion....... $201,975,380 
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OTHER INCOME AND CHARGES 


Net Profits of Properties Owned. ....-......>.-.. 
Income from Sundry Investments..............++- 


Balances. Soins Boe cacti we entan 


Less Reserve for Estimated and Contingent Lia- 
bility of Sub. Rrs. to Rrs. Under Transp’t’n Acct. 
Intercompany Profits Not Realized............... 


iRotale earnings = Year iro26e 4 ace 
Less Interest Charges on Subsidiary Bonds...... 


Less Charges and Allowances for Depletion and 
Depreciation as Follows: 

To Deprec. and Replacement Reserves and 

Sinking Funds on Subs. Bonds............ 

To Sinking Funds on Bonds U. S. S. Corpora- 


CONS rece Se BU ds eee oc acne 
INetalncome:toreyearer926:nm acre cer: 
Deduct Interest on U. S. S. Corp. Bonds..... 
Premium on Bonds Redeemed .............. 
Balancesserne re ors eee 
Add Miscellaneous Balances ........... 
Deduct 
Prefentedabividendste. opener 
Common Dividends.) eee aren ieee 


Appropriated for Add. and Betterments 
Carried Forward to Undivided Surplus 
IDISAOUS, SHYT sons encsavooacocusecc 


Add Miscellaneous Capital Gains .... 


Profit and Loss Balance, 1926......... 


$ 241,108 
12,694,402 


$2,641,382 
4,924,355 


$53,171,076 


11,049,835 


$17,228,669 
1,242,985 


$25,219,677 
35,581,175 


*Cents dropped. This accounts for slight discrepancies in last digit. 


12,935,510 


$214,910,890 


7,565,737 


$207,345,157 
8,286,284 


$199,058,869 


64,220,911 


$134,837,958 


18,471,654 


$116,366,304 


301,100 


$1 16,667,404 


60,800,852 


$ 55,866,552 


30,000,000 


$ 25,866,552 


521,863,109 
5177257 37 


__$553,502,399 
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Suggested rearrangement for purposes of analysis.—A few 
general observations may now be made to assist in clearing 
up certain points in the preceding statement. Under ‘‘operat- 
ing expenses” are included, among other items, Federal taxes 
amounting to $17,133,571. his item can hardly be called 
an operating expense in the strict sense of the word and may 
well be subtracted from this section of the report and entered 
at a later point. On the other hand, “depletion and deprecia- 
tion,” amounting to $5 3)171,075, is excluded from operating 
expenses in the report, but is added later. For purposes of 
analysis this item should be retained under operating expenses. 
In addition to the $53,171,075 depreciation item, which is sub- 
sequently charged back, there appears an item of $11,049,835 
for sinking funds on United States Steel Corporation bonds. 
This charge against earnings is probably accompanied by a 
credit to contingency reserves as already explained. In this 
way the company is providing for extraordinary losses and 
depreciation not legitimately included under operating ex- 
penses. It appears logical, therefore, to leave this item in 
its present location. With these changes in mind, the income 
account of this company may be CSET and recon- 
structed somewhat as follows: 


GrossB Anni Os arse Aeces oe ho stele tre ote ote ee cease wayeioiars $1,508,076,09% 
Mperatinemexpensesmmre coisa eiylelctite clots creretsters cts ous 1,348,808,082 
Operating s Income acti ee cst ieiele $ 159,268,009 


Add Other Income: 


Rentaleand Royalties, Nets. 7. tretecliene $ 6,669,867 
Investment: Income ist.vm atc ue eccstettcec ter arersie-e 12,935,509 
MiscreBalances:/cre se ictucccttcrsele rie es nerersiaree 301,100 

(Lotal *Incomeveniec seu ren vee $179,174,485 


Less Other Expenses: 


Sinking Funds (credited to contingent re- 


SCEVES achicha Ce ee ram cine are $11,049,835 
Premium on Bonds Redeemed ............. 1,242,984 


Miscellaneous sarntiectcircists see cie eer cee as 7,565,737 
19,858,556 


Availableator«Charress.....s5c ace see ss $159,315,929 
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Charges: 
Subsidiary Bonds .......seeeseeeereeeeeees $ 8,286,284 
106 Sh Sh BEC ocoasaonccgnes00gd0D0 000006 17,228,669 
25,514,953 
Pederale axes pocirmiisierin nea cleus 17,133,572 
Balance after Charges ........-.-.+-0% $116,667,405 
Dividends: 
Preferred (ts linc re cee te ae donee te isle $25,219,677 
WOMMoOn sacral Pate eis ole velsiokoriel chelated valerate 35,581,175 
60,800,852 
Availablesfor Surplus. feces + -y-ljeres ole oteic liste aiels $55,866,552 





If the reader will turn back to page 293 he will observe that 
the arrangement of the various major divisions of accounts 
there outlined for a hypothetical corporation conforms closely 
to the simple regrouping just suggested for the United States 
Steel statement. There is a strong motive in simplifying com- 
plex statements in this way and in providing for a standard 
arrangement. That such a course greatly facilitates the whole 
task of financial analysis becomes increasingly apparent as the 
subject is developed. 

Use of ratios, in analysis of corporate reports.—It is, of 
course, difficult, in fact, practically impossible, for one to digest 
a mass of statistical or financial data without first determining 
certain bases of comparison or units of measurement. ‘The 
mere figures that appear in the balance sheets and the income 
accounts of corporations contain a wealth of information, but 
this information cannot be utilized satisfactorily without a 
definite plan of attack. It is our next purpose to develop such 
a plan and to emphasize the more significant information that 
may be derived from the financial statements of corporations 
by the establishment of certain account ratios. 

Capital structure——The first matter to be considered is 
“capital structure.” This subject has already been discussed 
in a general way and for that reason need not be studied ex- 
haustively at this time. Complete data relative to the capital 
structure of a corporation may be had from its balance sheet. 
Here is set forth all bonds outstanding, and all preferred 
stocks, common stocks, and surplus and other proprietorship 





2 See Chapter XII. 
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reserves. [he total investment of a corporation, as carried 
on the books of the company, is represented by the sum of all 
these items. Trade accounts and notes payable are not re- 
garded by the author as an investment. It is true that trade 
creditors have a temporary investment in the debtor concern, 
but this investment arises from the convenience of doing busi- 
ness on a credit basis and not from choice. Furthermore, such 
investment is ordinarily for a very short time and is in no way 
permanent, except in unusual cases. It is true that a going 
company, by virtue of having on its books at all times an aver- 
age amount of current liabilities, has the use of these funds; 
yet, for purposes of analysis, we prefer to exclude this item 
from both capital structure and investment. 

By reference to the balance sheet of the United States Steel 
Corporation, December 31, 1926, it may be observed that it 
had the following book investment: 


Bonded, Mortgage, and Debenture Debt........ $ 492,689,353 
Subsidiary Co. Mining Royalty Notes........... 26,408,317 
PrererredmeStOckSs hres seecew ne es oo cise Silas belsuaia estate 360,281,100 
Subsidianye Stocks i eyvcatact «earseuieiieok i tt ts tye 476,754 
WommoneStocks se ke ete sstere orsierotcis scclerensasler eteleteccrteys 508,302,500 
AD PLODIAtCCMISULDIUS sr ciieie cteettcrs ram erate rere 270,000,000 
Windivided*Surplisst Mors nie asta a iohe were essere csueteteteete 553,502,400 

Motal@inyestment ments ete oes eee ees $2,211,660,424 


From the preceding schedule it appears that the total book 
value of the investment in the United States Steel Company 
stood at $2,211,660,424. This was made up as follows: 





Per Cent 
Funded: Debt iisce. siaectaceis tec 23.4 
Preferredeotock games urls iehtere ins 16.3 
Common Stock and Surplus.... 60.3 
100.0 


Or, stated in terms of the ratio of debt to proprietorship 
equity, it appears that for every dollar the bondholders had 
invested in the enterprise the stockholders had $3.26 invested. 
This represents a reasonably conservative ratio for this cor- 
poration, which is engaged in a basic industry and which oc- 
cupies a very strategic position in the industry. A ratio of at 
least 1 to 3 or I to 4 is desirable among industrials. From 
the common stockholders’ standpoint it is sometimes desirable 
to show the ratio of bonds and preferred stock outstanding to 
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total capitalization, for the preferred stock, of course, repre- 
sents a contingent charge against earnings and assets preced- 
ing the common. In this case, preferred stock and bonds 
constitute 39.7 per cent of total capitalization, while common 
and surplus make up the other 60.3 per cent. 

Capital structure, comparison of, with market value of 
common stock.—Another and perhaps more effective way in 
which to show the extent to which bonds are supported by 
succeeding equities is to compute the market values of the 
succeeding equities. If this is done in the case of the United 
States Steel Company the following comparisons result: 


Bonds eh osc es Se ee ee eee aerate Babee ot cae RE $ 519.6 
Preferred’ and Subs. Stocks at Par 04. «. clade mie sins «1s sebeie ese aielelel-)-)- 360.3 
Gommoniat a3 3540 (AN 1926) DLICe)) yy. ise a terete reeds mieten el -Ratcysy aT 705.3 





Market Value Total Investment (bonds and pref. stock at par) $1,585.2 


When the market value of the total investment is substituted 
for book investment, the bonds do not appear to be quite as 
well supported by the following equities. Thus, while each 
dollar of bonded debt is protected by 4.26 * dollars in terms of 
book assets, a dollar of bond investment is protected by only 
3.05 dollars of assets at market values. This latter basis is 
really the more significant in determining the actual security 
behind bond issues. 

The same process may be used in comparing the security 
behind preferred stock issues. ‘Thus, in the preceding case, 
every dollar of preferred stock is secured by a succeeding 
equity with a market value of 2.96 dollars. 

Relation of charges to income.—Not only is the investor 
interested in the value of the assets behind bond and preferred 
stock issues, but he is also interested in the extent to which a 
given bond or preferred stock issue is protected by earnings. 
Similarly, the common stockholder should know the number of 
times both fixed charges and preferred dividend requirements 
are earned. It has been suggested that an industrial bond 
ought to be secured by assets equal to four or five times the 
par amount of bonds outstanding. Similarly, it is a general 
rule that, on the average, the interest on-industrial bonds 
should be covered at least three times, in order that the bond 











3 Note that we are here referring to the total assets securing the bonds and 
not to the ratio of debt to succeeding equities. 
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should be considered safe. There is a danger, it is true, in 
making categorical statements of this kind, for, as we have 
seen, the risk elements in different concerns vary widely. 
Where specific statements of this kind are made, therefore, 
they should be considered as general in their application and 
subject to special conditions as they arise in actual practice. 

The factor of safety.—In discussing the relation of earnings 
to charges it will be well to recall what was said in earlier 
chapters about the order of bond priorities. Where a cor- 
poration has several different issues outstanding, it is im- 
portant to determine the order in which the various claims 
come., This can be done only by an examination of the con- 
tract provisions contained in the bond indenture. As a 
practical matter, however, current financial services generally 
give enough information to enable the proper arrangement. 
Having made sucha study it is possible to determine the so-called 
‘factor of safety” behind each issue.* This is done by divid- 
ing the amount of earnings left after payment of interest 
charges on a given issue by the interest requirements for that 
issue. 

The following example illustrates this principle and also 
shows how a junior mortgage bond may, during prosperous 
years, have a high factor of safety, but during poor years sutf- 
fer more severely than do senior mortgage bonds. Assume 
the following data in respect to a corporation whose bonds 
we are analyzing: 


DATA FOR BOND ANALYSIS * 


Normal Year Item Poor Year 


Grassmlncome aacetvecwias ccc se segeletree $1,000,000 A $900,000 
Operating Expenses .........+.--.+-- 600,000 B 540,000 
$400,000 G $360,000 

Interest on First Mortgage........... 200,000 D 200,000 
$200,000 E $160,000 

Interest on Second Mortgage......... 100,000 F 100,000 
$100,000 G $60,000 

Interest on Third Mortgage........ #5 50,000 H 50,000 
$ 50,000 I $ 10,000 


* Taken from Gerstenberg, C. W., “Financial Organization and Management,” p. 167, 
1924, Prentice-Hall, Inc. 





4 See Gerstenberg, C. W., “Financial Organization and Management,” p. 167, 
1924, Prentice-Hall, Inc., 70 Fifth Ave., New York, for further discussion. 
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The factor of safety may be obtained by dividing the 
amount left after paying the interest on a bond by the amount 
of its interest. Using this definition we may compute the 
safety factors for the preceding bonds as follows: 

Normal Year Poor Year 


Factor of Safety on First Mortgage (E:D)........ 100% 80% 
Factor of Safety on Second Mortgage (G:F)...... 100 60 
actor of Safety on Third Mortgage (I:H)........ 100 20 


The third mortgage apparently has as good a position as 
the first during a good year, yet falls close to the danger line 
when there is a drop of only 10 per cent in gross revenues. 
Therefore, it is necessary to take the relative position of the 
bond into consideration when employing this method. ‘This 
may be done to some extent by considering the number of 
times charges on all issues up to and including the one under 
consideration are earned. In the present case, if this modifi- 
cation in respect to the third mortgage is made, it is found 
that the total amount available is $400,000, whereas total 
charges are $350,000. The factor of safety then becomes 
only 14.3 per cent in the normal year. It is recommended, 
therefore, that, when analyzing the number of times the in- 
terest on a given bond issue is earned, consideration also be 
given to the relation of total earnings to combined charges. 
It is possible, as has been indicated, to devise a capital struc- 
ture that will show interest charges earned a large number of 
times on junior issues during normal years. It is of vital con- 
cern, however, to know how large prior charges are in rela- 
tion to earnings available. ‘Earnings available” is the chang- 
ing factor, ‘‘charges’” are constant. How great a shrinkage 
in “earnings available” is possible without jeopardizing the 
position of the corporation? That is the important question. 
And this may be ascertained by determining the number of 
times total charges are earned on the average over a period 
of years. 

Preferred dividend requirements and earnings.—In analyz- 
ing the position of preferred stocks in relation to earnings, 
one’s first thought runs to the number of times preferred divi- 
dend requirements are earned, or to the “factor of safety”’ 
previously defined. Precisely the same difficulties are present 
here as were found in respect to our analysis of junior mort- 
gage bonds. Bond interest constitutes a charge which pre- 
cedes preferred stock dividends. If the corporation has a 
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relatively large issue of bonds, and a relatively small issue of 
preferred stock outstanding, the factor of safety indicated for 
the preferred stock may be entirely unreliable. Suppose, for 
instance, that the capitalization and earnings of a corporation 
are as follows: 


Capitalization Charges 
Gommon—Stock—.4. 52-46-52 -- $1,000,000 
Preferred= Stock, 1796) so-so 3,000,000 $210,000 
First Mortgage Bonds, 6%.... 4,000,000 240,000 | $ 
Debenture Bonds, 7% ........ 5,000,000 350,000 | A bee 
Income Account Normal Year Poor Year 
Grossmincomewnr eccrine eee $5,000,000 $4,000,000 
Operatingerxpensesia nie sees 4,000,000 3,200,000 
Avallaplentor Charges eee eine $1,000,000 $ 800,000 
Interest on First Mortgage Bonds.... 240,000 240,000 
$ 760,000 $ 560,000 
Interest on) Debentures .....+..06-06 350,000 350,000 
Available for Dividends ........ $ 410,000 $ 210,000 
Preterredae Dividends scaler ricci 210,000 210,000 
$ 200,000 $ none 


It appears that the preferred stock of this company has, dur- 
ing a normal year, a safety factor of over 95 per cent, yet a 
drop of 20 per cent in gross, even if we assume that the 
Operating ratio does not change, completely wipes out this 
factor of safety. It is customary for investment bankers, 
when selling preferred stock issues, to state the number of 
times preferred dividends are earned. In this case the banker 
would, it is true, be accurate in stating that in the “normal 
year” preferred dividends were earned 1.95 times. The inter- 
est of prospective investors, however, should lie in ascertain- 
ing how many times preferred dividends plus interest require- 
ments are earned. In the present instance, a normal year 
shows such requirements to have been earned only 1.25 times, 
which, indeed, marks the issue under consideration as highly 
speculative. To the author’s mind, an industrial preferred 
stock should be regarded as speculative unless combined 
charges and dividend requirements are earned at least twice 
over a period of years. 

Earnings, charges, preferred dividend requirements: U. 
S. Steel Corporation.—Before leaving the subject of earnings 
as security for charges, let us apply what has been said to the 
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data as presented for the United States Steel Corporation. 
Referring to page 303, we find the following statement relative 


to earnings and charges: 
Availablemtorm@harcesmeretecit ir: $159,315,929 
Charges: 

Subsidiany eB OnGSs ie eciterircere $8,286,284 

WS -SaeS.) Bond Succes auecnece -fonese toners ae 17,228,669 
25,514,953 
Bederalie axes apart erstte cere 17,133,571 
$116,667,405 
Preferred Dividends ............ 25,219,677 
Balancetescces ss aot fe sists sae $ 91,447,728 


We may now arrange these figures as follows for analytical 


purposes: 
Item 

Earnings eAv.atlablegeas stem $159,315,929 A 
Charges on Subsidiary Bonds........ 8,286,284 B 
$151,029,645 Cc 

Charges on U. S. Steel Corp. Bonds.. 17,228,669 D 
$133,800,976 E 

Federal Maxes?ey 4 Sy eeltot diese 17,133,571 * F 
Available for; Dividends: ...--.6 108 a $116,667,405 G 
Preferred Dividends) a... seiaelaae 25,219,677 H 
$ 91,447,728 I 


TABLE SHOWING RELATION OF EARNINGS TO CHARGES, U. S. 


STEEL CORPORATION 
(Based on 1926 Data) 


Issue Safety Factor Times Earned 
Subsidianys Bond sancti. -eietaee net: C:B 1822% 19.22 
Bonds:ofjU 7 Ss Coupyessn.te eee: By Daa 777 8.77 
Preterred:  DivaeRequ meres I:H 362 4.63 


Number of 
Earned + 


Times Total Charges 
sicph.b aS ae AEE oer ENe 6.25 


Number of Times Charges and Pre- 
ferred Dividends Earned{ ...... 2.80 


* Federal taxes are computed on the net earnings of the corporation and are, there- 
fore, a charge that follows bond interest. If there were no earnings after bond interest, 
there would be no profits and no taxes. For that reason, we indicate taxes as a charge 


following bond interest. 


It does, however, precede preferred dividends, in that it is com- 


puted on earnings before such dividends. 

+ Exclusive of Federal taxes. 

t Computed by dividing earnings after taxes by the sum of the bond interest and 
preferred stock dividends outstanding. 
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Based on the preceding data it appears that charges on the 
bonds and preferred stocks of the United States Steel Cor- 
poration were earned by a very satisfactory margin. The com- 
bined bond’ interest was earned in 1926 8.77 times, which is 
substantially in excess of the requirements for industrials, 
while combined charges and preferred dividends were earned 
2.8 times. Both the bonds and the preferred stocks of this 
company are rated Aaa and warrant the high investment posi- 
tion which they are generally accorded. 

Earnings “per share” of common.—Earnings “per share” 
of common stock are of significance to the stockholder, in that 
this indicates the real return on his investment. ‘Per share” 
earnings are ascertained by dividing “net” after preferred divi- 
dends by the number of shares of common stock outstanding. 
If we refer to the assumed income account for Corporation 
A, on page 293, we note that $17 was earned in 1928 for 
cach share of common stock, whereas $10 a share only 
was paid as current dividends. For the United States Steel 
Corporation for the year 1926 we find total earnings avail- 
able for common stock amounting to $91,447,728. [he num- 
ber of shares of common outstanding were 5,083,025. Per 
share earnings for 1926 were, therefore, $17.99. 

Earnings per Share Versus Current Dividends.—The em- 
phasis to be placed by the investor on “‘per share” earnings as 
compared to the current dividend payments on common stock 
will depend on several things. Where the investor seeks an 
immediate current return on his commitment, he naturally will 
seek those issues which have a record for regular dividend dis- 
bursements. On the other hand, the investor may prefer to 
forego present income in the form of dividends and invest in 
companies which are using net earnings for expansion pur- 
poses. 

It has already been indicated that such earnings as are not 
paid out in dividends become the property of the common stock- 
holder. In fact, the situation here is very much the same as if all 
income, after prior obligations, were paid out to the common 
stockholder and a portion reinvested by him in the business, 
except that, in the former case, the investment is made by the 
board of directors instead of by the stockholder himself. 
Earnings over and above current dividends should not only 
be regarded as true earnings, but should also be considered as 


312 INVESTMENT PRINCIPLES AND PRACTICES 


a safety factor in protecting the current dividend rate on the 
common stock. 

Ratio of total income to total investment.—How far the 
officers of a corporation are justified in retaining earnings in 
the business for expansion purposes will depend on several 
things. Of course, dividends should never be paid in an 
amount sufficient to deplete necessary working capital, and 
likewise periods of depression may threaten future profits to 
an extent which requires present policies of the utmost con- 
servatism. Except for such extraordinary situations, however, 
the normal reason for retaining earnings in the business is 
the fact that a further investment in the business can profitably 
be made. The measure of this profitableness is found in the 
ratio of total income to total investment.’ This ratio indicates 
the present capacity of the business to earn on its invested 
capital. In the case of the United States Corporation, the 
total investment on December 31, 1925, was $2,168,410,871, 
whereas it stood at $2,211,660,422, December 31, 1926. 
The average investment for the year was, therefore, $2,190,- 
035,646. This gives a rate of earnings on total average in- 
vestment of about 7.3 per cent. It has been the author’s ex- 
perience that industrials as a group average to earn less than 
8 per cent on invested capital. An industrial corporation which 
consistently earns in excess of 10 per cent may be considered 
above rather than below average. 

The rate at which industrial concerns are able to earn on 
invested capital is subject to no law other than the economic 
one, that abnormal profits invite competition. Consequently, 
there is a tendency for all profits to be reduced to the normal 
rate necessary to attract capital and entrepreneurial ability. 
In a highly dynamic society, such as ours, however, it can 
hardly be said that this law has more than theoretical impor- 
tance. In the public utility field, on the other hand, rates are 
so regulated as to reduce the return on the fair value of prop- 
erty employed for public uses to 7 or 8 per cent. In the case 
of the railroad industry, a 534 per cent return is allowed on 








5It should be noted here that we use income available for charges, since we 
include funded debt in our total investment. 

© Includes preferred and common stock outstanding, subsidiary stocks, bonded, 
mortgage, and debenture debt, royalty notes, appropriated surplus, and undivided 
surplus. See pp. 296 and 297 for balance sheet. 
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the property account. Industrial concerns, on the other hand, 
are unregulated, therefore, a wide range of earning power is 
found. A rate of 10 per cent or over may be regarded as 
satisfactory, although higher rates as well as lower are fre- 
quently found. In fact, the average of some companies over 
long periods is barely enough to meet fixed charges, while 
others consistently earn at a highly satisfactory rate on capital 
invested in the business. 

Value of stock, how enhanced: S. S. Kresge Co.—Where 
the rate of earnings on invested capital is high, there is a 
strong incentive for the managers of the enterprise to retain 
a large share of net earnings in the business, limiting thereby 
the amount of common dividends. This likewise benefits the 
stockholders in the long run, for their equity is built up rapidly 
and the market value of their holdings inevitably increases. 
The recent history of the S. S. Kre§ge Company furnishes an 
excellent example of this very situation. ‘This company, for 
the period from 1920 to 1924, showed excellent earnings on 
capital invested as indicated by the following table: 


EARNINGS AND CAPITAL INVESTED—S. S. KRESGE COMPANY 


(1920 to 1924, inclusive) 


Average Rate of Earn- 
Year Capital Invested Earnings ings to Investment 
LOQQON Gee ee oe $18,333,068 $2,753,506 15.0% 
SOP ac Oa rcne  Oceh 21,021,645 3,402,033 16.2 
CPI os 8 Gerd GO.c 26,420,176 6,616,417 25.0 
NOD Joao: ee reseneterer seekers 33,919,313 9,493,988 28.0 
TO24evecven eis sewer. 39,814,131 10,114,163 25.4 


During the five years covered the company paid out, in cash 
dividends on its common stock, only $6,288,857, although net 
earnings, after preferred dividends, were $31,675,866. Earn- 
ings invested in the business thus amounted to $25,387,009 
for the period. Had these earnings all been paid out in cash 
and no stock dividends been declared during the period, addi- 
tional dividends of $253.87 might have been received on each 
share of the company’s stock. The market value of the stock, 
therefore, should have appreciated during the five years 
studied by an amount equal, at least, to the amount reinvested 
in order to have compensated the stockholders for their sac- 
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rifice in terms of dividends.*. The average price of the 
stock in 1920 was $137.50 per share. In 1924 the average 
price was $381.37 per share, but two stock dividends had 
been paid in the interim, giving the holder of'a share of old 
stock 2.05 new shares for each share held. The 1924 value 
of an amount of stock equal to one share in 1920 was thus 
$777.99, or $640.49 in excess of the market value of the 
same equity in 1920. If we compare this sum with the 
$253.87 which the holder of one share might have received 
in cash dividends, we rightly infer that the conservative policy 
of the directors in this case resulted in a net gain of $386. 62 
per share for the stockholders of the company. The price of 
the stock of a company reflects at any time not only the actual 
earnings of the corporation, but also the value of the right 
it carries to have a certain number of dollars reinvested each 
year in an enterprise that has demonstrated a given earning 
power. Logically, the higher the earning power the more 
valuable the right. 

We are led to the conclusion, therefore, that the ratio of 
earnings to invested capital is a highly important one, par- 
ticularly in respect to the common stockholder. This ratio, 
taken in connection with the dividend policies of the corpora- 
tion, may account in a measure for the apparently high prices 
at which some stocks sell in respect to earnings. In any event, 
an investment in the stock of a corporation which enjoys a 
high ratio of earnings compared to the investment, and which 
pays out only a portion of its current earnings in cash divi- 
dends, will frequently prove to be a very profitable commit- 
ment for the investor. 








7 To say nothing of estimated interest thereon. 


CHAPTER XIV 
FINANCIAL ANALYSIS—INDUSTRIALS (conciupep) 


Operating ratios——The term “operating ratio” has already 
been defined as the percentage of operating revenues con- 
sumed by operating expenses. The operating ratio of a cor- 
poration under normal conditions reflects its operating efh- 
ciency. It indicates that proportion of its sales which is used 
up in actual manufacturing, selling, and administration, in- 
cluding depreciation on plant and equipment. ‘The peculiar 
behavior of the operating ratios of a typical manufacturing 
corporation under different conditions has already been dis- 
cussed.* The fact that operating expenses cannot be reduced 
in proportion to sales during bad years emphasizes the value 
of a low ratio during normal operations. It is possible to com- 
pare the present efficiency of a corporation with its past per- 
formances by comparing ratios over a period of years. It is 
also possible to compare the operating ratios of different con- 
cerns in the same line of business to determine which are the 
most efficiently operated. Other things being equal, concerns 
with the lowest ratios are the most desirable media for in- 
vestment. Such concerns have the least to fear during periods 
of depression, and, if competition becomes severe in the in- 
dustry, they are most likely to survive, in that they can suffer 
the lowest price cuts before showing deficits. 

Operating ratio: U. S. Steel Corporation—We have fol- 
lowed the plan of making actual computations from the data 
as given for the United States Steel Corporation, in order to 
illustrate the way in which an analysis may be carried out in 
practice. The following section of the income account is 
necessary in order to compute operating ratios (for full re- 
port see page 303). 








1 See pp. 271 to 273. 
315 
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OPERATING RATIO—UNITED STATES STEEL CORPORATION 
(Based on 1926 Data) 


Gross) Earnings see- sa ree $1, 508,076,091 

Operating Expenses .......... 1,348,808 ,082 
Operating Income .....-- $ 159,268,009 
Operating Ratio ......... 89.4% 


Operating ratios will frequently be found between 80 and 
go per cent in the case of industrial companies, with a ten- 
dency toward the higher figure. Where the ratio exceeds 93 
per cent, the situation frequently assumes an unfavorable as- 
pect. Where it is less than 80 per cent, the corporation may 
be said to operate at better than average efficiency. 

Plant turnover.—Another means of testing the operating 
efficiency of a given corporation is to determine so-called 
‘plant turnover.” This may be defined as the number of dol-— 
lars in sales each dollar invested in fixed assets is able to pro- 
duce. This ratio is obtained by dividing gross revenues by 

. the sum of the fixed asset accounts of the corporation. Refer- 
ring to the balance sheet of the United States Steel Company, 
on pages 296, 297, we note that fixed assets, including property 
accounts and mining royalties, were carried at $1,726,181,082, 
on December 31, 1926. Sales for the year were $1,508,076,- 
ogi, or at the rate of 87.4 cents per dollar of property in- 
vestment. While it would have been more accurate to have 
divided sales by the average book value of the property ac- 
count during the period, the method here used is substantially 
correct, for the change in these accounts is relatively small 
during the period. Where the corporation is growing rapidly, 
it is better to find the mean value between the account at the 
beginning and the end of the period for purposes of computing 
turnover figures. 





2 The following table will give the student some idea of the operating ratios 
found in typical steel companies during the past several years: 


OPERATING RATIOS, TYPICAL STEEL CORPORATIONS 
(1923 to 1925, inclusive) 


Year U.S. Steel Bethlehem Youngstown Republic Gulf States 
PIO Wacocnsoes 87.2% 87.0% 80.0% 85.5% 85.0% 
OPIS, nonoGooaod 90.0 87.0 82.4 91.5 84.0 


POPE) soonstaude 87.0 87.0 83.5 85.5 80.5 


FINANCIAL ANALYSIS—INDUSTRIALS 317 


On several occasions the observation has been made that 
the market value of industrial properties rarely equals their book 
values. It might be added further that the spread between mar- 
ket and book values in industrials varies widely among differ- 
ent corporations. A practical explanation of this situation 
may be found in the variation in plant turnover and operating 
ratios as between different companies. One might make the 
following general statement: A dollar of book investment in 
a corporation whose plant turn is $2 a year per dollar of in- 
vestment, and whose operating ratio is 80 per cent, is worth 
more to the investor than an equal investment in another plant 
whose turnover is but once a year and whose operating ratio 
is 90 per cent. In the first case, a dollar of book investment 
produces a profit of 40 cents, in the latter case only 10 cents. 
The ultimate profitableness of an investment, therefore, de- 
pends on the amount of gross business that it is capable of 
yielding and the cost of doing this business. As a check on 
the earning power of a given investment, it is often desirable 
to compute plant turnover as just defined and to compare this 
with operating ratios. A plant turnover of once per annum is 
considered reasonably good for manufacturing companies, al- 
though a turnover of two or three times a year is not un- 
common.’ 

Current position: ratio of current assets to current liabili- 
ties and cash to current liabilities—The next set of ratios to 
be discussed relates to the current position of the corporation: 
that is, the extent to which it is provided with liquid assets. 
The ratio most commonly used for this purpose is that of cur- 
rent assets to current liabilities. In banking circles it is a com- 
monly accepted fact that current assets should be equal to at 
least two times current liabilities. In the case of the United 
States Steel Corporation, December 31, 1926, current assets 
amounted to $589,600,000 and current liabilities to $121,- 
100,000. ‘The current ratio for this concern thus about 
equaled 4.5:1. This line of inquiry may be carried somewhat 
farther and the ratio of cash to current liabilities may be 
ascertained. For the Steel Corporation this ratio was 1.16:1, 
if cash and bank balances are included. If marketable secu- 
rities are also included the ratio becomes 1.76: 1. 





3 This matter is further discussed on p. 321, following. 
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One essential reason for pursuing such a line of inquiry is 
to ascertain how well the corporation is prepared to meet all 
current liabilities. Current liabilities, such as accrued wages, 
accounts and notes payable, interest, and the like, must be met 
when due. It is true that current assets supposedly may or 
will be turned into cash within a short period yet there 1s 
always uncertainty as to the time required for this process. 
Furthermore, concerns with adequate working capital can take 
advantage of all cash discounts, can expand current operations 
when necessary without bank borrowings, and are always in a 
position to increase inventories of raw materials when prices 
are advantageous.* In cases where the amount of cash on 
hand is sufficient to meet all current liabilities it is true that 
the 2:1 ideal ratio loses some of its significance. So-long as 
there is adequate cash to pay off all current debts it would 
seem that further current assets were redundant, at least, so 
far as protecting the corporation against temporary embar- 
rassment is concerned. Nevertheless, a comfortable working 
position would require additional quick assets, even in such a 
ease. 

Inventory turnover.—Another indication of strength in cur- 
rent position is inventory turnover, which may be defined 
technically as cost of sales divided by the average value of 
inventories on hand. It is often impossible for the analyst to 
get cost of sales, so the gross revenues or sales figure must 
usually be substituted. Where inventories remain fairly con- 
stant throughout the year, it is sufficiently accurate to compute 
inventory turnover by dividing gross revenues by inventories 
at the year end, or by the average value of inventories at the 
beginning and end of the period. The question may be asked, 
What relation does inventory turnover have to current posi- 
tion? The answer is just this: The more rapidly inventories 
can be made to turn over, the more closely they approach cash 
in their nature. A corporation whose quick assets consist 
largely of slow moving inventories must maintain a much 
higher ratio of current assets to current liabilities than one 
whose current assets are composed of cash, receivables, and 
quick moving inventory. The United States Steel Corpora- 





4A strong cash position also assists a corporation in maintaining its usual 
dividend payments during periods of depression and furnishes a further safety 
factor for the payment of bond interest. 
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tion, according to the reports we presented in the preceding 
chapter, turned its inventories 5.35 times, based on year end 
data, or 5.32 times, based on the average inventory during 
the period. An inventory turnover of from 3 to 5 times may 
be considered normal for manufacturing corporations. 

Ratio of net quick to investment.—A still further observa- 
tion is necessary before we can say that the question of cur- 
rent position has been adequately covered. Net quick assets, 
or working capital, may be defined as the difference between 
quick or current assets and current liabilities. The current 
ratio by itself utterly fails to indicate whether a given con- 
cern has sufficient working capital. A corporation with a total 
investment of $10,000,000 might have current assets of 
$100,000 and current liabilities of $10,000, its current ratio 
thus being 10:1. Another corporation with a similar invest- 
ment might have current assets of $3,000,000 and current 
liabilities of $1,000,000. The working capital or “net quick” 
of the first corporation amounts to only $90,000, or 9 per 
cent of its total investment, while, in the second case, working 
capital amounts to $2,000,000, or 20 per cent of total invest- 
ment. Although the current position of the first company 
would indicate greater strength, further analysis indicates that 
it is nowhere nearly as well supplied with working capital as 
the second concern. The percentage of “net quick” to total 
investment, or the amount of “‘net quick” per dollar of total 
investment, is, therefore, an important ratio. It not only in- 
dicates the extent to which the corporation’s investment is tied 
up in liquid, as compared with fixed, assets, but it also gives 
some clue as to the corporation’s ability to expand operations 
without additional borrowing, or to maintain current dividends 
without interruption during periods of depression. 

Referring again to the data previously given for the United 
States Steel Corporation for the year ended December 31, 
1926, we find that its net quick assets, or working capital, 
amounted to $468,476,241, while its total investment at the 
same time was $2,211,660,424. The ratio of “net quick” to 
total investment at this time was thus about 21.2 per cent. 
In other words, every dollar of investment was represented 
by 21.2 cents of net quick assets, and 78.8 cents of fixed as- 
sets. While no definite rules can be laid down as to the proper 
ratio for a given case, it may be said that a ratio of 20 per 
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cent is satisfactory. This should prove adequate to insure 
normal operations against a reasonable period of depression. 
There are some concerns that maintain net quick assets as high 
as so per cent of total investment, while other reasonably 
strong companies maintain a ratio as low as 10 per cent.° 
Book value of common stock and earnings.—There are 
several other miscellaneous items that should be investigated 
before our general financial analysis can be considered as fin- 
ished. These items pertain more especially to the common 
stock of the company. The book value of the assets behind 
common stock is of interest, even though this gives no clue 
as to the market value of the stock. There is, however, a 
general disposition on the part of investors to feel that stocks 
protected by substantial book assets are more secure than 
stocks which sell largely on the basis of earnings, and which 
are not protected by substantial tangible assets. Undoubtedly 
the theory of those who hold this view is that the existence 
of large tangible assets constitutes a sort of insurance against 
excessive competition. That is, companies and _ industries 
which are able to earn at a relatively high rate on their book 
investment naturally invite the investment of further capital. 
New concerns are attracted into the field by this situation, a 
possibility which certainly works against stability in current 
earning power. ‘There may be a disposition, however, to 
overemphasize the ability of a large fixed investment to pro- 
tect a company against competition. Furthermore, we find at 


— 





> For examples of companies with large net quick assets at the close of 1926 
see U. S. Cast Iron Pipe, with 39 cents in net quick assets for every dollar of 
investment; Allied Chemical, with a ratio of 61 per cent; and Westinghouse 
Air Brake with a ratio of 53 per cent. The following table will indicate the 
extent to which leading steel companies have been supplied with net quick assets 
or working capital during the past several years: 


NET QUICK PER DOLLAR TOTAL INVESTMENT, SELECTED STEEL 
COMPANIES 


(1923 to 1925, inclusive) 


Republic 
Year U.S. Steel Bethlehem Gulf States Steel Youngstown 
1925) coisas 619 +199 +203 193 348 
LQ2Q4 sr chte oemthes 189 +233 +247 185 345 


1923 \.frjecsehiees 200 203 227 235 357 
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this point a direct contradiction of certain observations 
previously made. If a high capital investment is required to 
support a given market value, then, per se, the rate at which 
capital invested in the business is able to earn must be low. 
Plant turnover must also be low and operating ratios relatively 
high. Otherwise, the earnings resulting from a given book 
investment would be so high that the market value of the com- 
mon stock of the company would tend to exceed its book value. 

This may easily be explained by reference to data for the 
United States Steel Corporation. We have already seen that 
this corporation earned on its total capital investment in 1926 
about 7.3 per cent. This can scarcely be considered remark- 
able, when it is.recalled that public utility companies are fre- 
quently permitted to earn 8 per cent. The operating ratio of 
this company for the year 1926 was 89.4 per cent, while in- 
vestment in plant was turned only about .874 times. The 
book value of the common stock, December 31, 1926, was 
approximately $260, while the average price for the year was 
only $138.75. Per share earnings in 1926 were approxi- 
mately $18. The stock thus averaged to sell on a multiple of 
7.7 times earnings, or on a 13.0 per cent capitalization basis. 
Let us assume, now, for the sake of argument, that the cor- 
poration is able to increase its rate of earnings on capital in- 
vested from 7.3 to 15 per cent, and that it is partially assisted 
in this by a substantial reduction in operating ratios and by 
having increased its plant turnover to produce and sell, not 
$1,508,076,091 worth of goods, but $2,500,000,000 worth 
(that is, about 1.5 times its fixed assets of $1,667,391,000). 
It will be recalled that the total investment in this company 
was cartied at $2,211,660,424,-December 31, 1926.* If this 
figure is taken as properly representing capital invested, for pur- 
poses of illustration, then earnings available for charges must 
have been $331,749,000, on the basis of a 15 per cent rate of 
earnings on investment. If it is assumed that other expenses 
remained at $19,858,556 (see page 303) and other income at 
$19,906,476, then operating income must have equaled $331,- 
701,080. This set of conditions assumes an operating ratio 
of 86.7 per cent instead of the actual ratio of 89.4 that was 
attained during the year. If we continue this basis of com- 
putation and assume that fixed charges and preferred divi- 
dends remain the same, that is, $67,868,201, then there would 
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have been available for common stock equity $263,880,799,° 
or about $51. go a share. If the stock continued to sell at 
about 7.7 times earnings per share, its price would have ad- 
vanced to $399.63 a share, a figure which is substantially in 
excess of its book value of $260 a share. 

Previously it was stated that corporations with a high rate 
of earnings on invested capital, other things remaining equal, 
are more desirable as media for investment than are low earn- 
ing corporations. Yet, as the rate of earnings on invested 
capital increases, earnings on common stock increase, the price 
per share of the stock advances, and the stock of such com- 
panies is often found selling substantially above book values. 
This line of analysis seems to indicate that intangible assets are 
even more valuable than tangible. What is the answer to this 
seeming contradiction? Both lines of argument have some merit 
in the abstract. In a concrete case, however, it is always 
necessary first to determine how dangerous the lack of physical 
or tangible assets is. If the business is old and established 
and has intangible elements of permanent value, which is the 
case with many banks located in the downtown sections of 
rapidly growing cities, established insurance companies, large 
chain store groups, and manufacturing concerns which enjoy 
valuable patent monopolies, then the danger of competition is 
minimized and the value of high earning power is enhanced. 
In the case of new enterprises, such as the radio, electric re- 
frigeration, auto accessories, and, to some extent, the auto- 
mobile field, where competitors are not prevented by the exist- 
ence of an established name and personnel, from capturing the 
field, or where rapid changes are likely to occur in the indus- 
try, then the existence of a high rate of earnings in the indus- 
try is very likely to invite new capital and to threaten the 
current earning power of companies already in the field. It 
is one of the functions of the analyst to determine which of 
these two factors is the more important. 

Earnings per share of common, current dividends, and 
market values.—The relation of common stock earnings to 
market values is, of course, a matter of interest to those 
who purchase common stocks in contrast to preferred stocks. 





6 Federal taxes would increase somewhat, although we have made no adjust- 
ment in our computations for illustrative purposes. 
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and bonds. It has consistently been our contention that 
the market value of common stocks is a function of earnings 
available, and the risk factors involved in the industry and in 
the concern itself. By comparing the multiples at which the 
stocks of various companies sell in relation to earnings, it is 
possible to determine which appear to be cheap and which 
appear to be high priced. The current dividend rate on com- 
mon stock is another factor that has some bearing on values, 
although it is impossible to lay down any general rules in this 
respect. One would ordinarily suppose that current dividend 
rates would have a very decisive effect on market prices. This 
is not entirely true, however, for it is possible for a stock to 
continue selling for years on the basis of earnings rather than 
of current dividends. This is especially true of companies that 
are growing rapidly, and, consequently, can use all earnings to 
good advantage for developmental purposes. Such companies 
sometimes substitute stock or scrip dividends for cash divi- 
dends.” In this way the stockholder is given some evidence 
of the additional investment in the business which has been 
made for him by the directors. Where payments are made 
in this way the small investor is likely to feel that he is being 
better treated than when earnings are simply credited to sur- 
plus, although there is no fundamental difference, so far as 
the extent to which he is permitted to participate in the assets 
and earnings of the company is concerned. 

On the other hand, stocks of companies that are barely able 
to earn current dividends, or which are paying current divi- 
dends out of surplus, often sell at prices so low that one is 
justified in assuming that current dividends are an insignificant 
factor in determining their values. 

-In a study made by the Cleveland Trust Company ® of the 
quoted prices of dividend-paying common stocks for the period 
1920 to 1926, inclusive, it appears that during this period 
common stocks averaged to’ sell at from slightly over 10 to 

nearly 23 times their dividends. They averaged to sell at 








7See particularly North American Company, which has paid no cash divi- 
dends since July, 1923, but which pays 1/40 of a share of stock quarterly in 
scrip. See also Tampa Electric, which pays partly stock and partly scrip. 
Schulte Retail stores paid all or part of its common stock dividends in scrip 
until 1926. 

8 Cleveland Trust Company, “Business Bulletin,’ Vol. 7, No. 12, Dec. 15, 1926. 
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16 times their current dividends, or to yield 6.25 per 
cent on their selling price. In this same study it was shown 
that the yield on common stocks followed, in a general way, 
the yield on bonds. That is, during years when the yield on 
bonds was high, stock prices were relatively low and the yield 
correspondingly high, while during years of low bond yields 
the situation in respect to stocks was likewise reversed. ‘The 
conclusion from this study was that money rates have some 
effect in determining stock prices as well as bond prices. 
This is shown in the following chart: 


Fig. 13.—Stock Prices as Multiples of Dividends and Index of Bond 
Prices, 1900 to 1926, Inclusive. 
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Cleveland Trust Co., Business Bulletin, Vol. 7, No. 1%; Dec. 15, 1926. 


Necessity for comparative analysis—Up to the present 
time attention has been directed to a series of ratios which 
may be derived from the income accounts and balance sheets 
of a corporation for the purpose of measuring the financial 
condition of a corporation at any time. Valuable as such meas- 
urements are by and of themselves, they become more useful 
if they can be compared with standards. In the field of in- 
vestments, as in other sciences, standards are a matter of 
relativity. A mere statement that the temperature stands at 
50 degrees Fahrenheit in a given locality at any instant does 
not tell us whether it is high or low, as compared with previ- 
ous dates for the same locality, or as compared with other 
localities. In fact, it is not until we have made the proper 
comparisons that we can arrive at any conclusions of this 
nature. e 

So it is with our problem. Thus far, a method for making 
certain measurements has been constructed. The next prob- 
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lem, therefore, is to derive a workable plan whereby not only 
the present measurements, or ratios, for a given concern can 
be compared with its past records, but whereby the records of 
one concern can also be compared with those of other concerns 
in the same industry. In this way only can we determine the 
relative desirability of the securities of one company as com- 
pared with those of another company, in so far as the finan- 
cial conditions of the two concerns are involved. 

Comparison, facilitation of, by financial analysis card.—In 
order to facilitate comparisons of this nature the author has 
devised a form which he calls, for convenience a “financial 
analysis” card. The purpose of this device is to facilitate the 
kind of analysis already suggested and also the preparation 
of comparative studies of industrial companies. The card 
provides a convenient arrangement for collecting all the data 
necessary for computing the ratios suggested 1 in the preceding 
discussion as well as for entering these ratios for a given con- 
cern over a period of years. On the reverse side of the card, 
quarterly data may be entered if desired. The cuts on pages 
326 and 327 will show the form as at present used. 

The first section of the card is devoted entirely to a collec. 
tion of the data necessary for computing the ratios called for. 
From a purely mechanical standpoint there is a distinct 
advantage in collecting and arranging at the outset the items 
to be used in subsequent computations, especially where a re- 
arrangement of the original corporation accounts is necessary, 
as is frequently the case in practice. The computation of 
ratios thereafter becomes merely a matter of arithmetic. 
Where the computations are made by actual division on a 
machine, or otherwise, it is sufficient to use only the first two 
or three digits of each number. Computations may be facili- 
tated, however, by the use of the slide rule, which gives sufh- 
cient accuracy for all practical purposes. 

The lower half of the card is devoted entirely to the pres- 
entation of the ratios which have been discussed in this and the 
previous chapter, although the ratio of cash to current labili- 
ties is omitted anda slight rearrangement in order is made. The 
grouping used on the card was adopted with the idea of secur- 
ing the most ideal arrangement from a mechanical standpoint. 
It will be observed in this connection that each section of the 
lower half of the card contains, so far as possible, a group of 
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more or less related ratios. The first section is devoted en- 
tirely to an analysis of the capital structure of the corporation 


Fig. 14.—Industrial Financial Analysis Card (Obverse). 
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Year 


Gross Seles, 

Operating Expenses 

Total Incone 

Pixed Charges 

Net Earninge 

Preferred Dividend Req'm'te 


Total Assets 

Totel Investment 
Funded Debt 

Preferred Stock 
Coamon Stock & Surplue 


Current Asseto 
Current Liabilities 
Working Capital 
Property Account 
Inventories 


Devreciation 

Market Value 
Total Investment 
Net Worth 
Common Stock Equity 


% Investment in Bonds 

% Investment in Pfd. Stock 

% Investment in Com. & Surplus 
Ratio Debt to Mkt. Val. Investment 
Ratio Pfd. to Mkt Val. Net Worth 


Number Times Charges Earned 
Number Times Pfd. Div. Earned 
Number Times Chges. & Pfd. Earned 
Earnings Per Share Common 

% Earned on Total Investment 


Operating Ratio 
Plant Turnover 
Inventory Turnover 


Ratio Our. Aesete : Cur. Liab. 
Work. Gap. Per § Total Inv'm't 


ver. Market Price Comson 
Current Dividends 
Book Value Per Share Common 





under consideration. Here is shown the percentage of cap- 
italization made up of bonds, preferred stock, and common 
stock and surplus. The relation of the par value of 
bonds and preferred stock outstanding to the market value of 
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the underlying assets, as measured by the current prices of 
the common stock of the corporation, is likewise indicated. 


Fig. 14.—Industrial Financial Analysis Card (Reverse). 


PINAMCTIAL ANALYSIS 


QUAKTERLY EARNINGS 








Quarterly Eernings 
lst Quarter 
Earnings per Share Common 
Annual Rate 
Average Price 
Cur. Ratio Price to Earninge 
Our Estimated Value 


2nd Quarter 
Earnings per Share Common 
Annual Raté 
Average Price 
Cur, Ratio Price to Earnings 
Our Estimated Value 


drd Quarter 
bharnings per Share Canmor 
Annual Fate 
Average Price 
Cur. Ratio Price to Earninge 
Our Estimated Value 


4th Querter 
Earnings per Share Common 
Annual Rate 
Average Price 
Cur. Ratio Price to Earnings 
Our Estimated Value 


Remarke 





It should be clearly understood, when computing the ratio 
of debt to the market value of the investment, that the market 
value of total investment theoretically should be found by 
multiplying the amount of each security outstanding by its cur- 
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rent market price. In practice, however, it is customary al- 
ways to take bonds at par, and to take preferred stock at par, 
unless the latter is selling at a substantial discount. For our 
purposes, it is usually sufficiently accurate to consider the pre- 
ferred at par, unless it is selling at a discount of 25 per cent 
or more. In this way, one avoids considerable work as well 
as the logical difficulties that arise because the market price of 
the preferred stock is often determined by the specific dividend 
rate it bears. The same situation exists when one computes 
the ratio of preferred stock to the market value of net worth. 
Here the preferred stock may be taken at par, but common 
stock should always be considered at its current market value. 

The second section is devoted in a general way to an 
analysis of earnings. Here are presented such matters as the 
relation of earnings to fixed charges and to preferred divi- 
dend requirements, earnings on the common stock, and the per 
cent earned on total investment. — It is highly desirable, when 
analyzing the investment position of bonds and preferred 
stocks, to consider the protection afforded by assets and by 
earning power as closely related. For this reason, these two 
matters are considered in consecutive sections. 

The remaining sections are somewhat less definite in scope: 
the third is used to designate what may be termed “‘manage- 
ment ratios,’ such as the operating ratio, inventory turnover, 
and plant turnover; the fourth is devoted to an analysis of the 
liquid position of the corporation, while in the last section the 
market price of common stock, its book value, and current 
dividends are entered. 

Use of analysis card illustrated.—In order to demonstrate 
the manner in which this card may be used for the purpose of 
analyzing the financial progress of a corporation over a period 
of years, the author has prepared a five-year analysis of the 
United States Steel Corporation. The following table re- 
produces in full both the data and the ratios for this company 
for the period 1922 to 1926, inclusive. 

A study of the data here contained confirms the gener- 
ally accepted idea that the securities of this corporation must 
be regarded as among the first rank of industrial investments. 
The per cent of capitalization, consisting of. funded debt, al- 
though moderate, has declined during each of the years 
studied. The reasons for this tendency are threefold: It has 


FINANCIAL ANALYSIS—INDUSTRIALS AS) 


been possible, on account of conservative dividend policies, to 
finance necessary additions and extensions out of surplus; the 


Fig. 15.—Financial Analysis of United States Steel Corporation, 1922 to 
1926, Inclusive (Unit, $1,000). 







































































YEAR ENDING: December 31 1922 1923 1924 1925 1926 
(rossi Salesi: pers csretacotesstees cs) sterars gist epeyars $1,002,698 |$1,571,414|$1,263,711|$1,400,505|$1, 508,076 
Operating: ex Pensesste time (pe cere ele) eletl- 1,027,958| 1,382,007| 1,166,141] 1,281,213| 1,348,808 
Motalwlicomencryetemieiteye celeste erate oie 72,146) 160,686) 125,172| 132,373| 159,316 
Fixed Charges (excl. Fed. Taxes)...... 27,492 27,072 26,343 26,006 25,515 
Net Earnings (after Taxes)........... 39,054) 108,617 85,067 90,603| 116,667 
Preferred Dividend Requirements..... 25,220 25,220 25,220 25,220 25,220 
Total Assets (less Offset Reserves)....| 2,179,131] 2,257,622] 2,249,902| 2,285,331| 2,332,782 
Total Prvestmene is good esis eae a sraete one 2,080,377) 2,120,218] 2,127,571] 2,168,411) 2,211,660 
Funded Debt (and Underlying Sec.)...| 571,755] 557,985) 540,488| 537,065] 510,574 
Preferredt stocks. 2 .rc.cia 5 evslersiace,¥ stele uniers 360,281 360,281 360,281 360,281 300,281 
Common Stock and Surplus..... «....| 1,148,340] 1,201,052] 1,226,802| 1,270,165| 1,331,804 
Current ASSersenea cts. steers ccicus wistalerste scien 512,203 588,505 550,621 553,005 589,508 
Current elia bilities). c.s\s1s ore vei, «10, oto) everest 98,754| 137,403| 122,959) 116,918| 121,122 
Working Capital tices <tere is evsistatctersl siete 413.440| 451,192| 427,662) 436,187| 468,476 
PropertyeACccOunt). «rs visto erecsceieca)siciete « 1,631,579| 1,639,159) 1,678,200| 1,602,108| 1,667,301 
PRiventOnes wera siheieters ais rele ouaceeleterstens ast 220,707 270,758| 285,241 285,077 281,255 
Depreciavlomeyistele)-teveis ie cle eietioisie stan coleeenteeare arate el stai| st svereieraNeaeve! |ictiere tere ienei cars| diviterertoceuey tej] (nuareeisvsl Sieve 
Market Value...... sretaleetsiclateroters OO biSR Oe 46 otto Seton ots Ir air nao (Bie olain. 6 Ors a (OER AC 

Total Investment.........e0eeee0-+| 1,457,700| 1,458,100] 1,490,909| 1,500,U41| 1,585,123 

Net WOrthicic is. s:< xe sSuauséA aon doo 918,000| 931,000 980,000| 1,000,361| 1,065,551 

Common Stock Equity............-| 492,000] §501,000| 546,000| 640,080| 705,270 

Ratios 
& 

Per Cent Investment in Bonds........ 27.7 26.4 25.6 24.8 23.4 
Per Cent Investment in Preferred Stock 7.3 17.0 16.9 16.6 16.3 
Per Cent Investment in Com. and Surp.| 55.0 56.6 7 58.6 60.3 
Ratio Debt to Market Value Investment} 34: 2.5 bee HAL} Teei2ao: E28: Te: 320 
Ratio Pfd. to Market Value Net Worth.] 1; 2.6 Tisea sO) VORP TE PR Ss FOR Se) 
Number Times Charges Earned....... 2.56 7.30 aS 5.10 6.25 
Number Times Preferred Div. Earned.. 1.57 4.30 3.38 3.56 4.63 
Number Times Charges and Preferred 

Earned (after Taxes)......... errete I17 Fe) 2.16 2.66 2.80 
Earnings per Share Common.......... 2.84 16.4 II.77 12.85 18.00 
Per Cent Earned on Total Investment. . 3-47 75S. 5.90 6.10 72530 
Operating Ratio............ iscssee esl) 20500 89.5% | 93.5% 92% 89.4% 
Blantamburno verre) cs leis elelsietsicisiolelsle eis .67 -96 wes -83 87 
Inventory LuUrnOVern serie saceisicecercict! 4-9 529 4.4 4.95 5.35 
Ratio Cur. Assets to Cur. Liabilities...}] 5.2: 17 PTS PE SEN Hee CER G Nein pose NP eA OUD 2 
Working Capital per $ Total Investment} 19.6 PP OEP? 20.5 20.5 2Ea2 
Average Market Price Common.......| 96% 97% 107% 126 138% 
Current Dividends............. aba 5.00 5.00 & .25| 5.008 2.00|5.00& 2.00] 6.50 & .50 
Book Value per Share Common....... 2206 236 241 250 260 








presence of rigid sinking fund requirements has facilitated an 
annual reduction in the amount of bonds outstanding; and the 
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constantly increasing surplus, which has resulted from the two 
preceding factors, has naturally reduced the relative amount 
of total investment represented by funded debt. This same 
situation applies, in all respects, to the preferred stock. We 
find also that both bonds and preferred stock are secured by 
a comfortable margin of equity based on the market value of 
the common, and that the value of this equity is constantly in- 
creasing. In other words, a gradual expansion, financed 
entirely by surplus earnings, has taken place in this concern 
during recent years. This situation is encouraging to all 
security holders and is a decidedly favorable one. 

During each of the five years studied, the company earned 
its charges by a very comfortable margin. In fact, the com- 
pany averaged during the period to earn its charges by about 
five times, although figures for the last two years show a more 
favorable margin. Preferred dividend requirements have 
likewise been earned by a fair, although less comfortable, 
margin. Yet, with combined charges and preferred dividend 
requirements earned on the average 2.3 times, we are war- 
ranted in giving the preferred stock a high rating, especially 
in view of the high asset security and the relatively low busi- 
ness risk which the Steel Corporation enjoys as compared with 
that of many industrials. 

Earnings per share of common have shown a tendency to 
increase over the period studied and during the first part of 
1927 were'at the rate of about $18 a share.? Whereas earn- 
ings are customarily reported by the company as shown on 
the preceding chart, an annual charge, it will be recalled, is 
made against earnings for sinking fund reserves. Sinking 
fund requirements, therefore, are considered as an expense. 
This treatment is used in part as a means of providing for 
depletion and depreciation. Although detailed entries are not 
shown, it would appear that a part if not all the sinking 
fund charges have been credited to contingency reserves. Un- 
doubtedly this is a very conservative method of handling this 
item. Over a period of years, there is a reasonable possibility 
that such a treatment results in understating earnings. In any 
event, it is interesting to note what earnings would have been 





9On the old stock before the 4o per cent stock dividend was distributed, 
May 2, 1927. 
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if sinking fund charges were considered as credits to a pro- 
prietorship reserve. 


ADJUSTED EARNINGS OF U. S. STEEL CORPORATION 


Reported Available Total Adjusted Earn- 
Year for Common Sinking Fund Earnings ings per Share 
TO2T) Ae ee $11,397,340 $8,863,180 $20,260,520 $3.98 
TOP 2G cp anetorets 14,433,778 9,305,885 23,739,663 4.67 
MOP santdd oor 83,487,387 9,724,720 93,212,107 18.35 
RQDA’ Sate voiccs gett eis 59,847,515 10,205,169 _ 70,052,684 13.88 
TO2Z5 terse et ee 65,382,976 10,623,625 76,006, 601 14.95 
TO2ZCE seater cts 91,447,728 11,049,835 102,497,563 20.16 


The ratio of total income to invested capital has been 
unsatisfactory in this industry since the Waz, although it has 
increased during the past three years. In fact, the earnings 
of 27 leading iron and steel companies, comprising 87 per 
cent of the country’s production in 1925, averaged only 4.51 
per cent on their total capital investment as compared to 3.8 
per cent in 1924.*° Some explanation for this low rate of 
earnings in the steel industry may be found in the history of 
the industry during and after the War. A substantial exten- 
sion in plant and equipment was undertaken from 1915 to 
1919, with the profits accruing from the War. Upon the 
recurrence of normal conditions, it was found impossible to 
employ these facilities to full capacity. However, a readjust- 
ment may be expected during the next ten years, as the 
natural growth in population creates a demand sufficient to 
enable a more profitable utilization of the assets of the in- 
dustry. When this takes place the market value of the stock 
of this company, as well as that of other steel companies, may 
be expected to increase to a point somewhat closer to book 
values. 

The operating ratio of the company remained at a fairly 
constant, and rather high, level during the period studied. 
The ratio of 95 per cent recorded for the year 1922 appears 
too high. A ratio of go per cent, although high, is below the 
danger zone. Inventory turnover, on the other hand, has re- 
mained fairly constant, except for the year 1923, and appears 
satisfactory. 





10 Iron Trade Review, May 20, 1926, pp. 1310-1312. 
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The ratio of current assets to current liabilities has re- 
mained almost constant for the period studied. The current 
ratio has been consistently maintained at a point above the 
so-called normal of 2:1. The amount of working capital 
relative to invested capital has likewise remained fairly con- 
stant and at satisfactory levels during the period, although it 
has declined slightly since 1921. The company appears to be 
adequately supplied with net quick assets. 

The book value of the common stock of this company has 
shown a gratifying increase over the period studied, indicat- 
ing conservative dividend payments in relation to earnings. 
The net increase in book values for the period was equivalent 
to over $30 per share. One notes a wide disparity between 
the book value and the market value of the common stock of 
this company. The reason for this situation is to be found 
primarily in the low ratio of earnings to total investment, a 
situation to which attention has already been called. 

Common stock, book values, and earning power.—In valu- 
ing the common stock of an industrial company, the market 
places much greater emphasis on per. share earnings than on 
book values. Accordingly, a wide discrepancy is often found 
between the market value of stocks and their book values. 
In some instances, the market value of stock is in excess of 
its book value, in other cases below. On the other hand, 
where earnings are sufficient to raise the value of the common 
stock of a company above the liquidating value of its under- 
lying assets, investors customarily appraise the stock by capital- 
izing earnings at a rate which €xpresses the risk involved in 
the concern under consideration. The rate at which the earn- 
ings of one concern should be capitalized will, therefore, vary 
from the rate used in connection with another company accord- 
ing to variations in investment risk. As between points of 
time, also, average rates of capitalization may be said to vary 
in accordance with fundamental market conditions. The 
average ratio of earnings to the market price of representa- 
tive industrials based on annual data for the years 1915 to 
1925, inclusive, varied as follows: 





11 For a further discussion of methods of valuing common stocks of industrials, 
securities, and rates of capitalization, see Badger, R. E., “Valuation of Industrial 
Securities,” Chapters XI and XII, 1925, Prentice-Hall, 70 Fifth Ave., New York. 
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RATIO EARNINGS TO MARKET VALUE COMMON STOCKS # 
(From 12 to 20 Companies Used in Dow-Jones Index) 
Average Yield 


Year Ratio on Dividend Basis 
LOSS eee eee ean ee * 9.68% 5-77, 
LODA Gere ctor cesoreetre sce 11.58 6.32 
LO23 Meteor sia cio tian se. 12.30 7.11 
TQ 2 Ue stesetrs sete tent ois 8.77 6.06 
[CPR ogo plo seed poo-s oC 4:34 7.71 
TOPTON 0.6 Ce OOOO OOO 12.06 6.95 
NOLO ea ti saeslenctee cee 11.89 6.29 
LOE OS ng eG OO ON OOS 20,00 11.73 
MOG? (So cin.coan sd amode ob 26.73 12.05 
EOUG vet ereiclo ee steie caer s 28.01 7.92 
VOMGD fpichevcmeinnetette sac 13.19 4.80 


*The Wall Street Journal, October 20, 1925, p. 10. Based on computations made by 
the author the ratio of earnings to price for 306 industrial stocks in 1927 was 8.19%; 
of dividends to price, 4.88%. 


The stock of the United States Steel Corporation had a rather 
spectacular rise during 1926 from a low of 117 to a high of 
160% a share. Quite independent of the possibility of a stock 
dividend arising from the large surplus carried on the books 
of the company, this rise was undoubtedly stimulated by the 
increase in earnings which advanced in 1926 to $18 from a 
figure of $12.85 for the previous year. The stock of this 
company, normally, should sell close to ten times its true per 
share earnings. his does not mean that in years of severe 
depression and very low earnings the price will drop accord- 
ingly, nor that the price will fully reflect abnormal earnings in 
especially good years. Granted that the performances of the 
company in 1926 and during the previous several years indi- 
cated an earning capacity of $14 or $15 a share, a price of 
$160 appears reasonable under conditions as they existed in 
1926. The course of subsequent earnings will naturally deter- 
mine whether the price of this stock will advance or decline, 
during the next few years. 

In summarizing our analysis of this company, we may con- 
clude that its securities should be classed as excellent industrial 
investments. All the company’s significant financial ratios 
have moved in the proper direction during the period studied, 
while, in 1926, without exception, they compared very favorably 
with those previously suggested as normal for industrial con- 
cerns. Our conclusion in these respects is further supported 
by the very strong position which the company occupies in its 
field, as well as by the excellent past history which it enjoys. 
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We should be compelled to rate its bonds and preferred stocks 
very high as strictly investment issues, while its common stock 
deserves to be classed as a conservative stock investment, with 
excellent opportunities for profit if held over a period of years. 

Suggested method for comparing a group of selected com- 
panies.—Another possible use to which the type of analysis 
already suggested may be put involves a comparison of the 
ratios of a selected corporation with the combined ratios of 
a group of selected corporations in a similar line of business. 
Assume, for example, that it was desired to compare the 
United States Steel Corporation with other steel companies. 
An analysis might be prepared similar to the one just pre- 
sented for a group of leading steel companies and ratios for 
a given company compared with those of the other compa- 
nies, or the data might be combined for the entire group and 
a composite set of ratios for the group as a whole worked out. 
In this way it could be determined which companies stood out 
as the most conservatively managed and which were in the 
most desirable financial condition. 

Purely for illustrative purposes the following study is pre- 
sented, which covers four selected motor companies for the 
years 1923 to 1925, inclusive. This analysis was prepared by 
the author early in 1926 and was used as the basis for his 
recommendations to clients who sought information relative 
to possible motor stock investments at that time. The dis- 
advantage of reproducing a study of this kind is that it is 
out of date almost before it is published. On the other hand, 
it will serve to illustrate the manner in which comparative 
ratios can be used to advantage. 

In the following table are presented full data and corre- 
sponding ratios based on the combined statements of the Gen- 
eral Motors Corporation, Nash, Packard, and Studebaker. 

Group data examined.—A cursory examination of the 
group, or combined data for these four companies, brings out 
several very interesting points. The most significant is the 
complete absence of any funded debt among the group. Fur- 
ther, preferred stock constitutes only a small part of the total 
book investment of these companies. Both of these facts 
emphasize the conservative capital structure frequently found 
among automobile manufacturing companies. This situation, 
no doubt, is attributable largely to the high investment risk 
found in the industry. 
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Another matter of interest is the very high ratio of earn- 
ings to investment found among successful automobile manu- 
facturers. The earning power of invested capital here is ex- 


Fig. 16.—Comparative Financial Analysis of General Motors Corporation, 
Nash, Packard, and Studebaker, 1923, 1924, 1925 (Unit, $1,000). 









































YEAR ENDING: 1923 1924 1925 
(Grossi Salen ieee atts cyyactiaterrovoaretevareus $077,863 | $806,417 |$1,058,247 
Operating Expenses. ir. cis ees eect 867,521 725,130 892,622 
Total ANCOMe Son Oa sare cos A elas Sta bio seh 98,772 74,103 I51,552 
BixediC@parves:ccnoresiesine chin pe ereecee None None None 
Neb Darningssits ciasat hate alice aol 08,772 74,103 TST 552 
Preferred Dividend Requirements..... 9,763 TOWLTT 0,958 
“Lota ly ASSOUS ct iicrists Ssaseheraus pshels Iepeutiealous 739,300 737,234 833,831 
"Total Investment. «<2 ¢ qedscwu a aes tes 620,402 | 642,531 679,383 
FundedsDebts tracts pects» os poh tiers None None None 
PYEFETReG DO COC Kerr oie reais ere Siclgte nel 148,953 | 145,025 135,753 
Common Stock and Surplus.......... 471,539 | 497,507 543,630 
GurrentrAssets Eth «bch wee eae wet 325,311 321,354 414,140 
Girmrentolinbilitiesnjtsivcccslueesieereose 106,770 77,143 145,461 
Workinga@apital sccm nets rieicieiec ae 218,541 244,211 268,679 
PropertyeAccountay. 224 rte egiusl- sel 292,306 205,393 281,655 
WAVVEUCOLIES x cies one wae sree sia Wicusseuheens 182,803 141,704 157,912 
TS preCla torn sc aos: cusrers +) qos oreya ain cis fom oes Not Available 
Market: Valisetnatrot siaat emai ncaereek 

Rotel investments mers ahi seve erie: 590,285 | 501,662 948,374 
Netawiortile tec a Lit naa train er 590,285 | 501,662 048,374 
Common Stock Equity............. 441,332 | 446,637 812,620 
Ratios 
Per Cent Investment in Bonds........ None None None 
Per Cent Investment in Preferred Stock] 24.0 22.6 20.0 
Per Cent Investment in Com. and Surp. 76.0 77.4 80.0 


Ratio Debt to Market Value Investment] No Debt | No Debt | No Debt 
Ratio Pfd. to Market Value Net Worth.| 1: 3.96 | 1: 4.08 | 1: 6.08 



































Number Times Charges Earned....... No Charges 
Number Times Pfd. Dividend Earned..| zo.zz2 | 7.33 | 15.22 
Number Times Charges and Pfd. Earned (No Preferred Div.) 
Earnings Per Share Common......... Not Significant 

Per Cent Earned on Total Investment. I5.02 IIl.53 PERCH: 
Operating Ratio... 2.5.06. -0--+0--00 88.7 89.9 84.3 
Planta liannov.etieine testa) sitisisrera: ater lolol 3.34 PGS: 3.93 
Inventory, Gurno0ver © sch) scsi cre oe Sas 5.7 OF 
Ratio Cur. Assets to Cur. Liabilities...] g3.0-17 rire! 2x8 eT 
Working Capital per $ Total Investment -352 . 380 305° 








Average Market Price Common....... ‘ 
Current Dividends avaais ae 0. <cccvorseres » Not Significant for Group 
Book Value per Share Common....... 


* Based on year end figures. 


ceptionally high among successful concerns. It must be re- 
called, however, that business mortality has also been very 
high in this industry. Within the past ten years a severe 
struggle has been going on from which only a relatively few 
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concerns have survived. These successful concerns, on the 
other hand, have shown a very satisfactory earning power, 
although losses among the less successful might conceivably 
give a iow ratio of earnings to invested capital for the group 
as a whole if included in a study of this kind. This is nothing 
more nor less than the working of an old principle that the 
chance of large gains will attract investors, although the 
chances of failure in the industry as a whole may actually ex- 
ceed the possibility of gain. In any event, for the concerns 
included in our study, the earning ratio is exceptional. 

One notes also a fairly high ratio of working capital to 
total investment. For $100 of invested capital one finds be- 
tween $35 and $40 of net quick assets. Furthermore, this 
ratio has increased during the past three years. Such con- 
servatism may be accounted for partially by the desire of 
these companies to maintain their affairs in a state of liquidity, 
in order to meet the sudden reverses to which the industry is 
subjected, and partially to provide for the financing of con- 
stant changes in models, a factor which has characterized the 
motor industry during the past ten years. 

Comparison of individual companies with group data.— 
We will next undertake to make a comparison of the ratios 
for each of the four companies under consideration with ratios 
for the combined group. In this connection we will omit the 
actual data as unnecessary and present only the significant 
ratios. These will be arranged under the section headings 
already presented, the group ratios and those for each com- 
pany being given under each heading. 


INVESTMENT RATIOS—SELECTED AUTOMOBILE COMPANIES— 
1923, 1924, 1925 





Ratio 1923 1924 1925 
Comminvestment snes bond se aneenieet recite (none for group) 
% Investment in Preferred Stocks 
GEOUP Pe secise sch So eee eae er eo ae 24.0 22.6 20.0 
GeneralsMotorsiercnt cert errr 25.2 24.4 22.6 
Nash fee ses weenie ie tats erties cer trae 60.0 48.6 23.1 
Packard thruster ssopeatine Seater eee 29.9 24.4 23.6 
Studebakergyancsasee pote ee eae 8.0 7.4. 6.9 
% Investment in Common and Surplus 
Group's scm see else ie eke re eee 76.0 77.4 80.0 
GeneralsMotorsivn cee ener 74.8 75.6 77-4 
Nash? icic sc stearic sels tale sore ieee teint 40.0 51.4 76.9 
Packatd ss. sete tatsjectete sctase se ne ree ameter 70.1 75.6 76.2 


Studebaker)... yiras tones eee ante eee 92.0 92.6 93.1 
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Ratio 1923 1924 1925 
Ratio Debt to Market Value Investment...... (none for group) 
Ratio Preferred to Market Value Net Worth 
GTOUP Ese nor coe Rie eek cue ees I: 3.96 1: 4.08 1: 6.98 
Generals Motorsve seyret stars cic lc ire Gets I: 3.84 1: 3.88 I: 6.02 
Nash) ) 38s ber A Geo Bip Dao OEE OIG eee T2064) Tees THT 2267, 
IPE lids Gelaivan cide 64 SAGO DC Ome OCG ace Ti3.06 1535715 Te 754) 
Studebaker gers c.cmee ce lers eco isiels aieicvese a eners« 1:10.59 129.57 1:13.91 
Number Times Fixed Charges Earned........ (none for group) 
Number Times Preferred Dividends Earned 
(EN) eae os oo Ono ChonCUUG dodo Dao aaooe 10.12 AX} 15.22 
General VIOtOns ete src eciemitic sae slotckotesion 9.01 6.23 13.94 
INia’s He rer orbhe sesietes casas Sites cael exe, or Moreau er ajerss 7.68 8.41 15.46 
Backiasdl avs pevetern tetra os ineton ioe Gis eve xs oye Bos 6.88 4.21 17.75 
Studepa kere tes ep tank: Sop e ayn ated iegs pote ote 28.72 23.15 28.69 
Number Times Charges and Preferred Divi- 
USE Tob g El Ao oro doo udowadgnegs ODGOr (No charges for group) 


Earnings per Share Common 
(per share earnings not useful for 
group comparison purposes) 

% Earned on Total Investment 


GRU) rentag oheio COON GOD cto C AA abinS Grito ae 15.92 11.53 22.31 
GeneralmVMiotorsie:..ei.csie cite. vio ee eee c 14.20 10.07 21.86 
INA SHUM cre, Soacuecctetan cies okepeytaciepecaeeteneyarstone tons 35-48 30.08 46.82 
Packard rs cies aetna clontan ale tars ele ere 18.49 11.92 29.55 
_ Sitters Sass oppo oro obnnonsaopnoonoe 16.96 12.12 14.28 
Operating Ratio 
(CHOU) crose sodas doodhoocoungencpopanad 88.7 89.9 84.3 
EGReAIMOOnS Sco ond snohon seatoecqpabe 90.0 91.0 84.0 
INEIONY | 6 Se eio Oe Oa OmIOD Moto Torn c eG 81.5 81.0 81.0 (Est) 
WACK ANE A years tavsaniatenersin, 1 > cteey aia Me aisle, odes o-slore 84.0 91.0 84.0 
Sfirde Daketumern terecrsrtee ee otens ciao caer: he's) se 87.6 88.6 88.5 
Inventory Turnover 
(Gr@upy co ars ba ook AD ba twoH on bo OOO CAT 5.30 5.70 6.70 
Generale Viotorsicasecc sete cietctelPorsiy cata a-0es 5.04. 5.68 6.55 
INIEAE Vt RRS aaicioet anartn eaatoee CCC nS 12.00 13.00 13.50 
Packard gente cts turacierisle «es eteta levers 4-43 4.13 6.67 
Studebakerpiy. = sieiteckeras ae i telave-ciie eis shale as 6.24 4.53 5-53 
Ratio Current Assets: Current Liabilities 
(GRANT notenb Somos ahbbe 6 boone 3.00:1 4.20: 1 2.80: 1 
Generale Motors ary ctecaremscte tt os srehee rote asele ee 2.78: 1 4.42:1 2 .O7iak 
INGO sb 6lo hoot 00 Coon tot DOD.Gon o.4 OCme nao 3.78:1 3.29:1 21653 
RACK ANCE CR nimi cle cietelres cis sheets sys one 5.46:1 8.39:1 3.42:1 
Studebakerm tenes iei actrees sie csiataret aie%e 3 R721 3.04: 1 B24 1 
Ratio Working Capital: Total Investment 
(SIRO. Acar COA bOIO OO OOO OG Cue COcKHOOC One 352 380 395 
Generale Viotorsmrr errr teniieds «orle atcietelots 311 279 .268 
INEGI Shon.8 cde. denice din 6 0Gn ROA OCOSC -800 804 880 
Rackcard at acs cite ctor ctiercue coraaierete oe eletere 528 +550 +506 
Studebaker mprivtr nc mrt sce s ouirske ets 25¢ 286 291 +304 


Book Value per Share Common Average 
Market Common Current Dividends 
(Not useful for comparative purposes) 
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Interpretation of data. —A comparison of the capital 
structures of these four companies for the period studied 
shows that the Studebaker Company occupied the most con- 
servative position, although this advantage is of slight sig- 
nificance in the present case. All four companies, in fact, 
were capitalized along very conservative lines, in that none 
had any funded debt, while preferred stock, except in the case 
of the Nash Company, represented only a very small part of 
total capitalization. 

In respect to earning power, on the other hand, the Nash 
Company takes the lead. This company also enjoyed the low- 
est operating ratio, the highest inventory turnover, and the 
strongest cash position. One also observes that the Nash 
Company consistently reduced the proportionate amount of 
preferred stock outstanding during the three-year period 
studied, a fact of no small importance to the common stock 
owner. 

Little distinction can be made among the remaining three 
companies—General Motors, Packard, and Studebaker—in 
respect to earning power, inventory turnover, and liquidity. 
The average performance of General Motors, in these re- 
spects, was perhaps a shade below that of the other two com- 
panies, but its predominating position in the industry would 
certainly. serve more than to offset this as a practical mat- 
ter. 

Our study up to this point has indicated that the Nash Com- 
pany was the best performer, during the three years covered, 
with little choice among the other three companies, although 
the matter of size favors the General Motors Company. The 
preferred stocks of any of the companies might be considered 
a satisfactory investment as industrial preferred stocks go. 
On account of its size and position in the industry, preferred 
or debenture stock of the General Motors might be given 
first position, with Nash second on account of its satisfactory 
growth. In the present case, however, interest naturally cen- 
ters on the relative merits of the common stocks of these com- 
panies. The proper selection in this respect, however, requires 
us tO pursue our inquiry somewhat farther in an effort to 
determine which of these stocks could have been purchased 
on the most favorable terms at the time when the commitment 
was under consideration. 
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Further data, need of, for common stock comparisons.— 
We will assume, for purposes of discussion, that we were con- 
templating an investment in common stocks of motor com- 
panies during the first week of January, 1926, and expected 
to make our choice from the four companies here analyzed. 
We must again caution the reader that the purpose of this 
study is not so much to enable one to predict current fluctua- 
tions in the market as to enable the investor to select secu- 
rities that may safely be held over a period of time, with the 
expectation of receiving a satisfactory current return and 
future appreciation. Therefore, we are interested in the basic 
conditions as indicated by the preceding study, as well as by 
the comparative basis on which the stock of a given company 
may be purchased at any given time. The following table will 
indicate the comparative prices at which the common stocks 
of these companies were selling during the first week of Jan- 
uary, 1926, in respect to earnings, book values, and cash 
dividends: 


EARNINGS, BOOK VALUES, DIVIDENDS, AND AVERAGE PRICES— 
COMMON STOCKS 


(Selected Motor Companies) 


Three-year 1925 Ratio Cur- 
Av. Earnings 1925 1925 Av.Price Earn.to rent 
Company per Share per BookVal. Div. ist Week Market Div. 
Earnings Share per Share Jan., 1926 Price Yield 
General Motors .. $12.39 $19.15 $68.73 $7.00 $123 15.6% 5.70% 
INaShiah feos 51 siege 38.41 55-70 97-73 16.00 463 12.0 3.46 
Rackar diss: sctap sie. 2.98 4.84 16.37 2.00 424% 11.3 4.70 
Studebaker ....... 8.34 8.55 47.25 5.25 5814 -14..6 9.00 


General Motors common was selling at this time at the low- 
est price in relation to earnings per share, and Studebaker 
common at the lowest price in relation to current dividends 
and book values. Nash common, on the other hand, was sell- 
ing at the highest price in relation to dividends and book 
values, and nearly as high as Packard in respect to earnings. 

Whereas it is true that the Nash Company was the best 
performer of the group, it is doubtful whether this factor 
should far outweigh the stability afforded General Motors by 
reason of its predominant position in the market. General 
Motors could have been purchased on a basis about as favor- 
able as Studebaker, and on a more favorable basis than either 
Packard or Nash. In view of these facts, as well as of the 
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excellent condition evidenced by our comparative study, Gen- 
eral Motors common would appear to have been the most 
logical purchase on or about January, 1926. 

Further methods of analysis: use of “per spindle” data 
in textile industry—In addition to the more or less general 
analysis so far suggested in respect to industrials, it is often 
possible to work out more specific lines of inquiry that are 
adapted to particular industries. In the case of cotton tex- 
tile mills, for example, it is possible to work out statistics on 
a ‘‘per spindle’ basis for comparative purposes. When this 
is done, however, it is necessary to classify the mills which are 
being studied. For example, some mills do nothing but spin, 
others do both spinning and weaving, while still others do both 
spinning and weaving and operate their own finishing plants 
as well. In using the “spindle” as a basis of comparison, 
therefore, it is important to compare mills similarly situated 
and with somewhat similar equipment.*? With this word of 
caution we shall discuss briefly some of the various compari- 
sons that may be worked out on a “per spindle”’ basis. 

Let us consider first the question of market prices “per 
spindle.” By obtaining the prices of the various securities of 
the mill, it is possible to determine the price which the market 
places on the property, reduced to a “per spindle” basis. In 
the various illustrative data to be presented in this connection, 
it is assumed that there is only one class of stock outstanding, 
and that the corporation has no bonds outstanding. ‘This is 
in substantial accord with the situation in New England, at 





12 The following table will serve to illustrate the differences in costs for 
mills with different types of equipment: 


ESTIMATED PER SPINDLE COST OF COTTON MILLS 








1912 1919 
: to to 
Type of Mill 1914 1920 1923 1927 


Ordinary Weaving Mill with Plain Looms.. $20.00 $50.00 $45.00 
Ordinary Weaving Mill with Automatic 


_ Looms SE aka rT Gen TO LEI oo ates cee 23.00 55.00 50.00 $45.00 
High Grade Yarn Mill with Combers and 
Tiwistersy) siete teas cone 30.00 70.00 62.00 


eerie ning Nobels aa Ain, 3 35.00 90.00 75.00 


Silk equipment adds from ro per cent to 15 per cent to above prices. 
Bleaching and finishing add from 15 per cent to 20 per cent to above prices, 
Mill villages add from 15 per cent to 20 per cent to above prices. 
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least, where practically all cotton mill financing has been done 
with common stock only or with common and _ preferred 
stocks. In order to illustrate how the market price ‘per 
spindle” may be obtained for a typical mill, let us assume that 
it has outstanding 60,000 shares of stock (this being the only 
outstanding security), and that the market value of this stock 
is $63 a share. This mill, we will further assume, is equipped 
with 236,500 spindles. It is apparent that the market value 
of the entire investment is $3,780,000. This supposes a gross 
valuation of $16 per spindle. 

It is possible, however, to refine the analysis somewhat at 
this point. It is evident, on second thought, that the valuation 
of $16 per spindle previously suggested represents the market 
valuation of both plant and ‘‘net quick” assets. If, now, we 
deduct “net quick’ assets at par from our total valuation of 
$3,780,000, assuming these to be carried at $1,618,860, we 
get a valuation of $2,161,140 for the plant alone. This is 
equivalent to a value of $9.14 “‘per spindle” put on the plant, 
exclusive of “net quick” assets. Another way of arriving at 
this figure is first to compute the total market value “per 
spindle” for the entire business, then to ascertain “net quick” 
assets per spindle and subtract this from the total “per 
spindle”’ valuation. 

An analysis of this nature is not especially significant when 
applied to a single mill, but when a group of mills is studied 
some very interesting comparisons are possible. The follow- 
ing table illustrates the way in which “per spindle” data may 
be used in studying cotton mills. Five New Bedford mills 
were selected for this study, all of which are more or less 
similarly situated. Balance sheet data is compared with the 
prices of the stocks on or about June 1, 1926. 


DATA FOR FIVE SELECTED NEW BEDFORD MILL STOCKS 
(Based on Year 1925 *) 


Market Average Net 
Net Quick Shares Value Earnings Plant 

Mill Assets Stock Spindles per Share 1920-1925 Account 
June, 1926 Inclusive Book Value 

Acushnet ..... $1,489,296 20,000 114,240 $82.00 $255,394 $1,703,075 
Butleraeretectscc 540,990 23,000 155,000 64.00 288,050 2,267,540 
Kilburn ....... 2,501,237 22,500 126,464 II5.co 417,368 1,556,701 
Wamsutta .... 1,618,646 60,000 236,000 63.00 454,954 5,382,362 
Whitman ..... 1,187,495 30,000 177,608 90.00 355,136 2,369,039 


“* Data for this table were furnished through the courtesy of Sanford & Kelly, Brokers, 
Fall River and New Bedford. Computations, however, were made by the author. 


st 
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DERIVED INFORMATION ARRANGED FOR COMPARATIVE PURPOSES 


(Five New Bedford Mills, 1925) 


Total Net Market Average Average Ratio 6 Year 
- Market Quick Value Earnings Earnings Average 
Mill Value per per Plant per per Earnings to 
Spindle Spindle per Spindle Spindle Share Market Value 
Acushnet ..... $14.36 $13.04 $1.32 $2.24 $12.75 15.5% 
Butlersen acces 9.50 3.50 6.00 1.85 12.52 19.5 
Kail buen ese ote 20.46 19.78 68 3.30 18.55 16.1 
Wamsutta ..... 16.00 6.85 9.15 1.92 7.58 12.0 
Whitman ..... 15.20 6.68 8.52 2.00 11.84 13.2 


The preceding table reveals certain interesting information. 
The first matter that strikes one’s attention is the very high 
ratio of average earnings to market value and the very low 
per spindle values placed on the plants of these mills.** The 
reason for this, of course, is to be found in the low state of 
prosperity experienced by the entire industry at the time this 
study was made, especially in New England. It is now pos- 
sible to determine which of these stocks was selling on the 
most favorable basis in respect to earnings and spindles. This 
may be facilitated by the following schedule with accompanying 
notations: 


COMPARATIVE PRICES ON “PER SPINDLE” AND EARNINGS BASIS 
(Five New Bedford Cotton Mills, 1926) 
ORDER IN WHICH Stocks SOLD 


On Basis of Spindles On Basis of 


Mill (in reverse order) Earning 
ING VNIS Lddaotn oa case 2 3 
Butler * ase2 see gates 3 I 
Kalburniye. 3. conn peloousy: I 2 
Wiamsuttay atomistic 5 5 
Wehitndanweets-nia> shite 4 4 


It appears from this study that the stocks of the Kilburn 
Mills were selling at the lowest price in relation to the number 
of spindles and net quick assets per spindle, and second lowest 





13 Compare with cost table presented on p. 340. All of these mills do both 
weaving and spinning. In making analyses of this kind, no reference is made 
to looms or other equipment of a complementary nature, for the requirements 


per spindle for accessory equipment, such as looms, etc., is more or less standard 
in the textile industry. 
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on the basis of earnings. The highest priced stocks at that 
time appeared to be those of the Wamsutta Mills, with the 
Whitman Mills next in order. 

While this study is not conclusive evidence of the relative 
cheapness of the stocks of these mills, in June, 1926, it, never- 
theless, is suggestive. Unquestionably the investigator should 
know something of the management and physical condition of 
the mills, as well as the course of earnings during the past 
several years. If one examines the annual record of earnings 
of the Butler Mills, for example, he will note that the mill 
showed a deficit in 1924 and that earnings were only $11,335 
in 1925, which was far below the five-year average. The 
Whitman and Wamsutta Mills, on the other hand, had behind 
them a long record of successful operation and the manage- 
ment had an established and enviable reputation, which may 
account for their presence at the other end of the table. Sta- 
tistical analysis at best is only a part of the entire work of 
selecting investments. 

Special methods of analysis applicable to sugar companies. 
—Another example of the way in which a general study may 
be pursued somewhat further is found in the sugar industry. 
Here it is customary to reduce many statistics to a “per bag” 
basis for comparative purposes. By the “per bag”’ capitaliza- 
tion or market price of sugar companies is meant the capi- 
talization of the company, or the market price of its total 
investment divided by the number of bags of productive 
capacity of the company. It is necessary, when making studies 
of this nature, to determine first the size of the bag used by 
the company before its production statistics are of any value. 
Cuban raw sugar is generally shipped in bags of 320 pounds, 
seven bags making a “long ton’ of 2,240 pounds. Porto 
Rican sugar is generally shipped in bags of 250 and 310 
pounds, the latter size being used by most of the large com- 
panies. Hawaiian sugar is shipped in 125 pound bags, Philip- 
pine sugar in 125 and 150 pound bags, and American beet 
sugar (all refined) is packed in bags of 100 pounds each. If 
one is comparing a group of Cuban companies or a group of 
Porto Rican companies, it is possible to use the “per bag” basis 
without adjustment, provided all companies within the group 
use the same sized bags for shipment. When comparing 
Cuban companies with Porto Rican companies, on the other 
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hand, it is often safer to reduce all statistics to the basis of 
100 pounds production capacity. 

In poe capitalization and operating statistics to a “per 
bag” “ner pound” basis in the case of sugar companies, 
one oan derives a common dénominator or unit of compari- 
son. There is a certain similarity of conditions throughout 
the industry in a given area that justifies this method, whereas 
the most convenient denominator is a unit of productive 
capacity here, as was the spindle in the cotton industry. 

In order to demonstrate the practical way in which a com- 
parison of this kind may be made, there is presented below 
a short statistical study of two leading Cuban companies— 
the Cuban American and the Cuba Cane Corporation.* 


ORIGINAL DATA FOR COMPARATIVE ANALYSIS 
































CAPITALIZATION, IN $1,000’S | Three-year Market Net 
é 
Average Three-year Value Quick 
Production, Investment, 
Company Ss £ Average |. Fa Assets., 
tocks in Bags E : $n $1,000’, 5 
arnings in 
Bonds and Total (320- 1926 $1,000" 
Surplus 325 lbs.) Average * | 
Cuba Cane ween $34,908 | $66,604 | $101,512] 4,142,805 |$2,238,752 | $61,408 | $13,361 
Cuban American. . 8,850 34,518 43,368] 1,970,257 | 3,076,007 42,164 19,190 
Derivep Data, Cuspa Cane AND CuBAN AMERICAN COMPANIES 
Net Quick Market Value Ratto of 
Book B I : 
Company Gatialization per ag nuestment per Bag| Average Earnings to 
per Bag Production Production Market Value of 
Capacity Capacity Stock Equity, 1926 
Cubai@ane. nee 24.50 3.23 14.82 8.4% 
Cuban American. . 22.00 9.74 21.40 9.2% 








* Based on bonds at par preferred and common at 1926 average price. 


The preparation of “financial analysis” cards for these two 
companies would show the Cuban American Company to have 
been in a somewhat stronger position than the Cuba Cane 
Company at the end of 1926. The above study adds further 
support to other evidence concerning the relative strength of 
the two companies. 





14 Statistical data derived from “Manual of Sugar Companies,” 1927, Farr & 
CoN Y; 
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Wherever an industry operates under more or less uniform 
conditions, that is, where operating conditions are sufficiently 
similar to permit the use of some common denominator, such 
as the spindle in the cotton industry, the “per bag’’ productive 
capacity in the sugar industry, the ‘per ton” productive 
capacity in the steel industry, or the “per pound” unit in the 
copper industry, it is desirable to carry investigation beyond 
the scope outlined in connection with the “financial analysis” 
card. Where various statistics are worked out on the basis 
of some common denominator, a more precise study of values 
can be made than is possible from a purely financial analysis. 


CHAPTER XV 
PUBLIC WUDILITIES—GENERAL 


Customary grouping of investments, inadequacy of.—The 
customary grouping of investments into the four distinct 
classes—government and municipal, railroad, public utility, 
and industrial—is not entirely logical, even though custom and 
usage recommend its adoption. Railroads, for instance, are 
no less a public utility than are electric light and power, gas, 
and electric railway companies, yet a separate classification 1s 
given to steam roads. Furthermore, the term “‘public utilities,” 
as now used, includes such diverse industries as the electric 
light and power, artificial and natural gas, telephone and tele- 
graph, private water companies, and electric railways. From 
the standpoint of investment, there are wide differences among 
these groups. Electric light and power investments as a class 
warrant a high rating at the present time (1928), while the 
securities of electric railway companies are in decidedly lower 
standing. One, therefore, cannot rest content with the state- 
ment that all public utility investments are desirable.* 

Common characteristics of public utility enterprises: pub- 
lic control.—Despite the apparent dissimilarity among various 
public utility industries, there are also certain points of 
similarity. This statement applies to the steam railroad as 





1 Some idea of the relative importance of certain public utility industries may 
be gained from the following estimates of total investment in 1926 in the indus- 
tries specified: 


Light and Power Companies.......... $9,184,000,000 
Street Railway Companies ............ 4,390,000,000 
‘Telephones Comparites: «.. 42 ane 3,289,000,000 
Gas Companiesaics.. coe coe 1,982,000,000 


These estimates, made by “Moody’s Investors Service,’ were based on estimated 
securities outstanding, bonds and notes being taken at their par values and 
stocks at their market values. ‘“Moody’s Manual of Public Utilities,” 1927, 
p. xviii, These estimates vary slightly from other sources quoted in this book 
by reason of taking stocks at market values. 
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well as to those businesses which are spoken of as strictly 
utilities. These common characteristics may be grouped under 
er headings: “ 

Concerns in the public utility field perform a particularly 
peat service. In legal cases they are spoken of as busi- 
nesses “‘affected with a public interest.” While it is true that 
all business is charged in some way or other with a public 
interest, it is felt that so-called utilities supply commodities or 
services which are closely associated with the public welfare.’ 

2. They operate under conditions which tend toward 
monopoly. This tendency may be due to the operation of the 
economic law of 1 increasing returns, or to the excessive cost of 
duplicating plant and equipment. 

3. They enjoy special legal privileges. (a) They often 
- operate under franchises which give them the right to use 
public highways. (b) They are accorded the benefits of the 
state’s right to acquire property under eminent domain. 

4. Finally, they perform services which are sometimes 
recognized as the functions of government (consider, for 
example, the furnishing of water to a community). 

An important corollary to the preceding is the fact that 
public utilities are subject to regulation. Such regulation is 
exercised through the common law, by franchise restrictions, 
and by legislative enactment as well as through positive con- 
trol by means of administrative commissions.® It is this fact 





2The legal distinction between property devoted to public, as opposed to 
private, use has long been made in commmon law. A clear enunciation of this 
distinction is found in the opinion of the Supreme Court in the case of Munn 
v. Illinois, in which the right of the state to establish the charges which a grain 
elevator could make was upheld “... we find that when private property is 
‘affected with a public interest, it ceases to be juris privati only.’ ... Private 
property does become clothed with a public interest when used in a manner to 
make it of public consequence, and affect the community at large. When, there- 
fore, one devotes his property to a use in which the public has an interest, he, 
in effect, grants the public an interest in that use, and must submit to be con- 
trolled by the public for the common good, to the extent of the interest he has 
thus created.” Munn vy. Illinois, (1876) 94 U. S. 113. 

3 There are different theories as to the basis for such legal control. These 
theories fall into the following groups: 

1. The right to control inheres in the public because of the governmental 
character of the service rendered. 

2. The public acquires the right to control by virtue of the grant of special 
privileges. 

3. The monopolistic character of the industry justifies public control as a 
means of protection. ; 
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as much as any other that differentiates public utility and rail- 
road investments from those of so-called private corporations. 
It is important, therefore, for the investor to consider at some 
length the nature of the control exercised over public utility 
companies, particularly in so far as such regulation affects his 
problem. 

The franchise explained—Public utility companies almost 
universally operate under a franchise. The franchise is a 
contract between the public and the corporation. In it are 
set forth the special privileges accorded the company in respect 
to the right to use public property, the right to acquire prop- 
erty under eminent domain, assurance that no other companics 
will be granted similar rights, and the length of time for which 
the franchise runs. The corporation, on the other hand, 
agrees to maintain in the interest of the public regular service, 
frequently agrees to certain payments for the use of public 
property, and, in general, accepts its obligations as a public 
service enterprise. 

The practice of granting franchises to public utilities has 
undergone revision during the present century along with other 
aspects of public utility economics and regulation. Originally, 
through special enactment, legislatures granted to public 
service corporations the right to exist and to perform certain 
business. (These rights are now generally conveyed through 
a charter, sometimes referred to as “‘the general franchise.” ) 
Under the special enactments the public service corporation 
was also granted the right to use streets and highways, to erect 
poles, to lay gas mains, and so on. (These latter rights are 
now conveyed through the special franchise, usually referred 
to as “‘the franchise.” ) Somewhat later general corporation 
laws were passed under which charters might be granted by 
state administrative agencies, while, for the most part, special 
franchises, which carried the right to use streets and highways, 
were placed within the jurisdiction of municipalities, either by 
general municipal corporation laws or by special municipal 
charters. In fact, many state constitutions now specifically pro- 
vide that no franchise giving the use of streets and highways 
may be granted without the consent of local authorities. 





4In view of the exclusive rights given to the utility company, it often agrees 
to maintain certain service standards and to extend its facilities to meet new 
demands. 
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The advent of effective commission control over utilities has 
resulted, in many cases, in giving the regulatory commission 
the power of review over the acts of municipal bodies in grant- 
ing franchise rights. 

The conditions of the franchise under which a_ utility 

operates is of special significance to the investor. Quite 
naturally, one of the most important features of the contract 
pertains to the term or the length of time the franchise has 
to run. Many of the very early grants, which were secured 
through legislative acts, were without express limitation. In 
such cases the courts have held them to be perpetual.* The 
same situation applies to many of the earlier municipal grants. 
In fact, where these earlier grants did run for a specific length 
of time, the period was very long—gg or 999 years in many 
cases. 
The experience of municipalities with these long grants was 
not entirely satisfactory and public sentiment quickly changed. 
In fact, some state constitutions now prohibit perpetual grants, 
or else limit the life of all grants to a comparatively short 
period, say, from twenty-five to fifty years. These short time 
grants, however, have proved highly unsatisfactory to utility 
companies, and are particularly obnoxious to the investor. 
Public utility property is largely fixed and cannot easily be 
moved. The company, therefore, is at a decided disadvantage 
in the negotiations which take place at the expiration of the 
franchise. The company, except for the possibility of an ap- 
peal to the courts, is required to accept the terms offered by 
the city. What else can it do? It cannot profitably refuse 
to operate, nor can it close up and go out of business. In fact, 
city officials have not infrequently taken advantage of their 
strategic position and insisted on such radical concessions as 
to make future operations unprofitable. 

The most satisfactory solution so far found to the franchise 
situation is in the so-called terminable permit. The essential 
feature of this type of contract is the continuance of the grant, 
so long as the utility furnishes adequate service at reasonable 
rates, or until the municipality purchases the property under 
certain prearranged terms which give adequate protection to 





5 Re Denver Tramway Co., 3 Fed. (2d) 285; Elec. Ry. Jour., Dec. 20, 1924, 
Pp. 1057. 
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the investors of the company. Under such a form of contract 
the recurrent controversies over the terms of renewal are 
avoided, and new financing can be undertaken without the 
liability of loss. 

Out of this form of grant has developed the so-called 
service-at-cost franchise, which has been used more especially 
in connection with street railway companies. Under such 
franchises it is so arranged that charges for service shall al- 
ways meet the cost of service rendered as closely as possible, 
costs including operating expenses, all taxes, provision for 
permanent upkeep, cost of municipal supervision, and a return 
on the established value of the property. 

The operation of such a plan requires a proper valuation 
of the utility company, a definite understanding of what shall 
be included in expenses, and the predetermination of a rate 
of return. The original Chicago grants provided that a return 
of 5 per cent should be allowed on the capital value of the 
company plus 45 per cent of all profits remaining so long as 
the fare was 5 cents. Cleveland originally allowed a 6 per 
cent return on that part of the capital represented by stock, and 
actual interest requirements on the balance. In Dallas, Texas, 
the return varies from 7 to 9 per cent. 

The state of Massachusetts has gone a step further in the 
Boston Elevated Act, by guaranteeing a specific return on 
property investments.’ This act authorizes increases in fares 
at stated intervals to provide for increased cost of service. 
However, if revenues during the interim are insufficient to 
meet the full cost of service, the trustees may call upon the 
state treasury for sufficient funds to meet the deficit. This 
deficit is then assessed against the cities served in proportion 
to their use of the service. 





6 The following cities have adopted this type of franchise in one form or 
another (see Nash, “The Economics of Public Utilities,” 1925, p. 35): 


Chicago, Ill. Cincinnati, Ohio. 
Cleveland, Ohio. Youngstown, Ohio. 
Kansas City, Mo. Memphis, Tenn. 
Dallas, Texas. Toledo, Ohio. 
Montreal, P. Q. Rochester, N. Y. 
Grand Rapids, Mich. Louisville, Ky. 


7™See Chapter 288, Special Acts of 1918. For further discussion of this act, 
see p. 439. 
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A provision is commonly included in service-at-cost fran- 
chises, under which the municipality reserves the right to 
purchase the property at a price to be determined. Generally, 
this option becomes effective only after a certain number of 
years of private operation, and is designed as a protection 
against continuously unsatisfactory operation. The price at 
which such a purchase may be made, or a basis for its deter- 
mination, is usually specified in the contract. In this way the 
investor knows in advance what he may expect to receive, in 
the event of a purchase, and can govern his actions accordingly. 

In the purchase of public utility stocks and bonds it is, of 
course, necessary to ascertain the franchise conditions under 
which the utility company operates. Companies which operate 
under short term franchises present a real investment risk and 
should be avoided, unless it is well known that the local officials 
and population are well disposed toward the company. Like- 
wise, corporations operating under terminable franchises in 
localities which are apt to insist on unreasonable performances 
- are not entirely satisfactory as investment media. The most 
satisfactory situation from an investment standpoint is a com- 
pany operating under a long term franchise which grants the 
existing corporation a monopoly in the territory, or a company 
operating under a terminable or service-at-cost franchise in a 
locality which adopts an enlightened attitude toward its public 
problems.® 

Public utilities, monopolistic tendencies, control of.—In 
the earlier period of public utility development, competition 
was relied upon as the best protection against excessive rates 
and inadequate service. Duplicate telephone systems, electric 
light plants, and gas companies were stimulated by the ease 
with which franchises could be secured from local legislative 
bodies and capital obtained from the community.? During 





8 The student will find a particularly good selection of readings on the 
franchise question in Lagerquist, ‘Materials for the Study of Public Utility 
Finance,” pp. 14 to 32, 1926, A. W. Shaw Co., Chicago. See also Nash, “The 
Economics of Public Utilities,’ Chapter III, 1925, McGraw-Hill Co., New York. 

9 The history of public utility enterprises has been referred to as comprising 
the eras of (z) invention, (2) exploitation, and (3) regulation. Freeman, 
W. W., “Evolution of Public Utilities,” Investments Bankers’ Association, 
Annual Report, 1916. The era of competition coincided with that of exploitation. 
Gradually competition proved inadequate as a regulator for the industry and 
regulation was substituted. 
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this period the relations which the utility companies bore to 
the community were not regarded as sufficiently different from 
those of private economic enterprises to require a different 
attitude, either on the part of the entrepreneur or of the 
public. Entrepreneurs and promoters felt entitled to organize, 
to capitalize, and to run their businesses in the manner which 
best served their own interests and to make such profits as 
they could. It was generally felt that the hazards which were 
involved in engaging in the business were no more than offset 
by the chances of profit. 

The economic law of increasing returns, however, operates 
in the public utility field with greater force than in many other 
industries. One electric railway company can serve a com- 
munity at a lower aggregate cost than can several, and with 
much better results. Great economic waste results from hav- 
ing two sets of gas mains and two plants in a given community, 
or two electric lighting systems. Even in the telephone in- 
dustry, where large scale operation does not necessarily reduce 
unit costs, one must consider the waste of duplicating facilities. 
In general, one may safely say that it is uneconomical to du- 
plicate a given plant, such as electric light and power, gas, or 
railway, until the existing plant is able to operate at maximum 
capacity. The same applies, of course, to the steam railroad 
industry. Until one road is able to operate at maximum 
capacity, a second road results in a social loss of capital. 

The entire matter may be restated in a somewhat different 
way. Let two utility companies operate in the same territory 
without regulation, and cutthroat competition, consolidation, 
or a pooling of interests results within a very short time. In 
the event that consolidation or a pooling of interests does not 
result first, cutthroat competition occurs. The reason for this 
is the operation of the so-called law of increasing returns. 
Where two companies are operating in a community, it 
generally happens that neither plant can operate at maximum 
capacity. This means that either plant can take on additional 
business so long as operating costs alone are met and a small 
contribution is made toward indirect costs. After the original 
investment has been made in an enterprise, say, an electric 
light plant, indirect costs continue, quite irrespective of the 
amount of business done. If such a plant is operating at, say, 
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one-half or two-thirds capacity, it is possible to take on addi- 
tional business at a price for service which little more than 
covers the out-of-pocket expenses incurred in furnishing such 
service. It is true that all its business could not be handled 
at such prices, otherwise revenue would be inadequate to meet 
total cost, including overhead. Yet it is also true that at any 
time additional service can be so priced. Thus, where there 
are two plants, both competing in a given area and neither 
Operating at capacity, there is a strong incentive for each to 
seek additional business at a price slightly below the prevailing 
rate. The other company is then forced to meet this price and 
eventually the lower price becomes the prevailing one. Sooner 
or later one of the companies goes out of business, consolida- 
tion results, or a pooling of interests is effected. Actual com- 
petition, where it is maintained for any length of time, becomes 
a fight to the finish. 

Thus, while competition originally appeared to offer protec- 
tion to the public, it soon proved inadequate. For, once the 
_surviving company had acquired the competing facilities, it 
proceeded, quite naturally, to collect from the public a return 
on its total capital outlay, including the cost of acquiring the 
duplicate properties. In this way, the public, sooner or later, 
was made to absorb the burden of the uneconomical construc- 
tion program that was originally sponsored as a protection 
against exorbitant rates. It is impossible, therefore, to rely on 
the ordinary forces of competition to regulate rates and 
service. The only alternative is some sort of public control, 
by which the public may be protected against inadequate 
service or unreasonable rates. The courts, therefore, have 
universally upheld the old common law principle that public 
service enterprises are subject to public control in the operation 
of their business. 

Public utilities and the right to judicial review.—There is 
of course another side to the entire question of regulation. 
What protection have the utilities against inadequate rates? 
What is to prevent the legislative or administrative body, 
charged with regulation, from establishing rates that are un- 
remunerative to the company, and which fail to yield to the 
owners of the business a return on their investment? There 
was a time, in fact, when the courts refused to offer any pro- 
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tection to the company in this respect, holding that the power 
to fix rates was a legislative not a judicial prerogative and 
that relief should be sought from the legislature, not from the 
courts.*° 

This attitude, however, could not long persist. As our in- 
dustrial development continued and as legislative interference 
became more burdensome the Supreme Court was required to 
hear a number of cases in which it was claimed that the rates 
established by the legislative bodies were so low as to destroy 
the value of the property used in the interest of the public. 
The utility companies and the railroads contended that such 
rates were unconstitutional, in that they deprived the owners 
of their property without due process of law.** Gradually the 
Supreme Court reversed its previous position and, by 1896, 
clearly took the position that, while the legislature had the 
power in the first instance to regulate rates and service, the 
utility company, or railroad, had the right to apply to the 
courts for a judicial review of the rates so established.*? As 
the matter now stands, therefore, the legislative branch of our 
government has regulatory powers over all industries “affected 
with a public interest,” while the courts stand ready to offer 
protection against the abuse of such powers. 

Legislative power of control, to whom delegated.—While 
the power to regulate public enterprises, in theory, rests with 
the legislatures, the application of regulatory policy, legisla- 
tively determined, is usually delegated to an administrative 
commission. The Interstate Commerce Commission, which is 
a Federal body, has jurisdiction over all railroads engaged in 





10 This was the doctrine laid down in the case of Munn vy. Illinois, (1876) 
94 U. S. 113. In commenting on the power of the legislature to control rates 
the court here held: “We know that this is a power which may be abused; 
but that is no argument against its existence. For protection against abuses 
by legislatures the people must resort to the polls, not the courts.” 

11’ The XIVth Amendment to the Constitution of the United States reads in 
part, “ ... nor shall any state deprive any person of life, liberty, or property, 
without due process of Jaw; nor deny any person weithiny its jurisdiction the 
equal protection of the laws.” 

12“While rates for the transportation of persons nl property within the 
limits of a State are primarily for its determination, the question whether they 
are so unreasonably low as to deprive the carrier of its property without such 
compensation as the Constitution secures, and therefore without due process of 
law, cannot be so conclusively determined by the legislature of the State or by 
regulations adopted under its authority, that the matter may not become the 
subject of judicial inquiry.” Smyth v. Ames, 169 U. S. 466. 
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interstate commerce, all telephone and telegraph companies, 
pipe lines, express, and sleeping-car companies, in respect to 
interstate business, and all electric railways engaged in inter- 
state commerce. On the other hand, electric light and power, 
gas, electric railway, local telephone and telegraph companies, 
private water companies, and other local utilities are generally 
under the control of state utilities commissions. At the present 
time (1928) every state but Delaware has some form of utili- 
ties commission.** 

Attitude of commissions toward companies.—In the early 
history of public utility regulation state legislatures, as well as 
the various commissions, were primarily interested in protect- 
ing the public against certain abuses, particularly against dis- 
crimination and unreasonably high rates. There was little or 
no concern on the part of commissions as to the position of 
the investor in public utility securities. ‘The latter’s protection 
always lay in a protest to the courts when legislative inter- 
ference became burdensome. Subsequently, however, a more 
‘moderate attitude has developed and generally both commis- 
sions and court recognize the desirability of fair treatment for 
the utility company as well as for the public. 

Regulation of rates——Among the more fundamental prob- 
lems which have confronted both the commissions and the 
courts in connection with utility regulation have been those of 
rate making and valuation. These two problems are closely 
associated, for the entire question of fair rates involves a 
determination of the value of the property used in the interest 
of the public. A fair rate is one which will allow a proper 
return on the fair value of the property employed for the 
public benefit. It became necessary, therefore, to establish a 
proper basis for appraisal just as soon as the courts stood 
ready to protect the utility companies against confiscation. ‘The 
valuation problem has thus assumed an aspect of considerable 
importance not only to the public but also to the investor in 
public utility enterprises, since the particular valuation allowed 





13 In 1923, a report prepared for the Committee on Public Service Securities, 
Investment Bankers’ Association, showed that 47 states and the District of Colum- 
bia had some form of utilities commission. See “Twelfth Annual Proceedings,” 
1923, pp. 116-124, Aanual Report of the Committee on Public Service Securities. 
For detailed chart showing regulatory bodies and their jurisdiction and powers 


see p. 374, following. 
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determines not only the rates that shall be permitted, but also 
the earning power of the concern itself.** 

Peculiar aspects of public utility valuation.—It is evident 
that the method of appraisal used in valuing public utility 
properties for rate purposes must differ from that used in 
appraising the property of industrials. In the former case, 
it is impossible to give much, if any, weight to market value, 
for market value is dependent, to a large extent, on earning 
power, which, in turn, varies with the rates allowed. If, there- 
fore, market values were used as the basis for determining 
the rates a public utility should be allowed to charge, we would 
really be begging the entire question, since market value itself 
depends largely on the very rates it is desired to test. 

For this reason it is necessary to use a different basis for 
valuing public utility property for rate making purposes. The 
two bases now most commonly used are: actual or original cost 
of construction; and cost of reproduction (or reproduction cost 
as we shall use the term). The term “actual,” or ‘‘original,” 
cost may be used to represent the amount actually invested in 
the enterprise from the beginning. Here is included not only 
the original investment but also surplus profits reinvested in 
the business. Or the term “original cost’? may be used to 
represent the actual cost of the property now employed for 
the public convenience. In this case is meant, not the cost of 
the original property plus additions and betterments, but the 
cost of the present property. Thus, where portions of the 
plant have been abandoned from time to time, the original 
cost of acquiring them would not be included. The term “‘re- 
production cost’? may also be employed in two ways. It is 
sometimes used to mean the cost of reproducing the property 
new, that is, without depreciation; or it may be used to mean 
the cost of reproducing the property in its present depreciated 
condition. The claims made for and against these different 
bases of valuation will be considered in some detail. 

Methods of valuation: original, or actual cost, basis—The 
merit of the original, or actual cost, basis lies in the fact that 
it represents, as nearly as possible, the actual sacrifice of the 
investors. After all, is this not the real amount on which a 





14For a good treatment of the valuation problem in connection with public 
utilities, see Hartman, “Fair Value,” 1920, Houghton Mifflin Co., Boston. See 
also Lyndon, “Rate Making for Public Utilities,” 1923, McGraw-Hill, New York. 
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fair return should be allowed? Can the courts or commissions 
be called upon to go farther than this in giving protection to 
the investor? 

It is true, that original cost as a basis for determining the 
fair value of utility property for rate making purposes has 
much to commend it. On the other hand, it is not without 
objections. The first difficulty arises from the fact that it takes 
no cognizance of fluctuating values. The past quarter of a 
century has witnessed a very substantial increase in the general 
price level. Is a company which was established twenty or 
more years ago to be allowed a return on the basis of con- 
struction costs at that time? Such a situation would undoubt- 
edly prejudice some investors against the industry, even 
though the constant replacement that normally goes on tends 
to correct matters. It would also result in widely different 
rates for the same type of service, depending upon costs at 
the time a particular plant was erected. 

The most cogent objection to original cost, however, lies 
in the practical difficulties of applying it. The accounting 
records of a company frequently are lost or prove to have 
been inadequately kept. In many cases, repairs and main- 
tenance expenditures are not properly differentiated from bet- 
terments. When the present company is made up of a number 
of smaller subsidiaries the situation becomes even more 
involved. In other words, even where it is desirable to use 
actual or original cost, it is frequently impossible to do so.*® 





15 The following citations pertain to the use of actual cost for rate making 
purposes: 

Cumberland Tel. and Tel. v. City of Louisville, 187 Fed. 637—realized difh- 
culties of determining actual cost. 

Ames y. Union Pacific Ry. Co., 64 Fed. 165—“Actual investment is not to be 
ignored even though such sum is far in excess of the present value.” 

Actual cost strongly upheld in San Diego Water Co. v. San Diego, 118 Cal. 
556, 50 Pac. 633; Brymer v. Butler Water Co., 179 Pa. 231, 36 Atl. 249. 

Coal & Coke Railway Co. v. Conley, 67 W. Va. 129, 67 S. E. 613. 

The Wisconsin Railroad Commission, while holding that there is no single 
standard of valuation, has based the element of going value largely on an 
estimate of the actual cost of establishing the business. City of Appleton vy. 
Appleton Water Works Co., 5 W. R. C. R. 215. See particularly p. 219. 

Actual cost upheld by New York Public Service Commission in Mayhew v. 
Kings County Lighting Co., 2 P. S. C. rst Dist. (N. Y.), Oct. 20, rgrz. Actual 
cost also upheld by Pub. Serv. Comm. of N. H., Annual Report, 1912, p. 302. 

The injustice of basing fair value on cost of reproduction is pointed out by 
the Interstate Commerce Commission in “Advances in Rates, Western Case,” 
20 I. C. C. R. 307. “Perhaps the nearest approximation to the fair standards is 
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Reproduction cost defined.—As a result of this situation 
and the difficulties of ascertaining actual cost, we have a dif- 
ferent concept of value based on cost of reproduction. The 
term has generally been used to imply the cost of reproducing 
the property new on the basis of current prices, or on the basis 
of averaging prices over a period of, say, five years. The 
plant. under consideration is usually assumed to be recon- 
structed from materials and equipment in every respect the 
same as those used in construction of the actual plant, although 
under certain conditions it is necessary to consider the cost of 
erecting a substitute plant of similar capacity.’® 

During the period preceding 1910, various commissions 
urged the use of the cost of reproduction basis on the grounds 
that the public was entitled to enjoy the benefits of lowered 





that of bona fide investment—the sacrifice made by owners of the property— 
considering as a part of the investment any shortage of return that there may 
be in the early years of the enterprise.” 

As one might expect, the public service corporations have, during the past ten 
years, been especially vigorous in upholding reproduction cost and have, no 
doubt, greatly exaggerated the difficulties of original actual cost. See Brief of 
C. E. Smith in Lincoln y. Lincoln Water & Light Co., I. P. U. C. No. 2406, 
p. 65. Senate Report No. 1290 of the 62d Congress, p. 54; Remarks of President 
Hadley before Senate Committee; Report, 3d Session 62d Congress, p. 236. 

Recent decisions upholding actual cost: Re Cripple Creek Water Co., P. U. R. 
1916-C 788; Public Service Comm. v. Pacific Tel. & Tel. Co., (Wash.) P. U. R. 
1916-D, 947; Butler v. Lewiston, A. & W. St. Ry. Co., (Me.) P. U. R. 1916-D, 25. 

See also Des Moines Gas Company vy. City of Des Moines, 238 U. S. 153, 168; 
Lincoln Gas & Electric Co. vy. Lincoln, 250 U. S. 256, 268; Missouri ex rel. 
Southwestern Bell Tel. Co. v. Public Serv. Comm., 262 U. S. 276; The Pacific 
Telephone and Telegraph Co. v. Whitcomb et al., 12 Fed. (2d) 279; Consoli- 
dated Gas Co, of N. Y. v. Prendergast et al., 6 Fed. (2d) 243; Columbus Gas 
Light Co. v. Corporation Commission, (Ind.) 140 N. E. 538; People ex rel. 
Adirondack Power & Light Co. v. Public Service Commission, 207 N. Y. S. 284. 

Recent decisions modifying actual cost: Re Indianapolis Water Company, 
P. U. R. 1917-E, 556. 

Potomac El. P. Co. et al. v. Pub. Util. Comm. et al., 276 Fed. 327, Circuit 
Court of Appeals, D. of C., holds “that the present cost of reproduction is one 
of the necessary elements for consideration, along with other relevant facts, in 
fixing the fair and reasonable value of the property” (p. 330). 

See also other citations in this chapter. 

16In Hartman, “Fair Value,” 1922, p. 100, cost-of-reproduction theories are 
classified as follows: “(r) the cost of reproducing a plant, similar in all 
essentials to the existing plant, under present conditions; (2) the cost of repro- 
ducing a similar plant at present prices, under conditions prevailing at the 
time of original construction; (3) the cost of constructing a substitute plant 
capable of performing the same service. ‘Cost-of-reproduction-new—less depre- 
ciation,’ sometimes spoken as a fourth form of the theory, is but the application 
of depreciation rules to the inventory.” 
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costs, and that charges for service should be based on existing 
and not past costs. Since about 1910, however, the situation 
has been reversed and the public service corporations have 
strongly urged the use of the cost of reproduction basis for 
valuation. 

Arguments pro and con reproduction-cost theory.—In 
general, the arguments in favor of cost of reproduction are 
based on the claim that the public is entitled to service at a 
rate of charge sufficient to pay a fair return on the investment 
necessary at the present time to furnish the service; while the 
company is entitled to a fair return on the capital investment 
which another company would have to make under present 
conditions to provide the service. 

Undoubtedly there are reasons for considering fluctuations 
in value under certain conditions, but the logical outcome of 
a strict application of the cost of reproduction theory would 
inevitably result in an unearned, or unmerited, gain or loss 
either to the consumer or to the investor. This is distinctly 
what is to be avoided, so far as possible, in rate cases. The 
ultimate desideratum in public utility valuation is a rate which 
allows a fair return to the investor on the sum invested, and 
a fair rate to the consumer based on the original cost of erect- 
ing the property. If the investor is to be protected, therefore, 
against declining prices, why should the consumer not be pro- 
tected against increasing values, especially where the increase 
in property values may be largely conjunctural, developing out 
of the normal growth of the community?” 

Opposed to this argument, of course, is that based on the 
decline in the purchasing power of money caused by rising 
prices. To limit the return on public service property, say, 
to 1913 prices, would fail to maintain a status quo for the 
investor in such property if his investment were figured in 
terms of commodities. The more fortunate investor who com- 
mitted his capital to industrial securities, on the other hand, 





17 Re Franklin Light & Power Co., (N. H.) P. U. R,, 1922-A: “It would 
seem unreasonable to mark up or down the valuation of all of our electric 
and other plants to correspond to the fluctuations in the cost of materials 
and labor, especially in such abnormal times as these. A permanent change 
in values may fairly be considered, but there is a pretty general feeling that 
money prudently invested should be reasonably secured against sudden or other 
reductions in values, and of course it would be equally objectionable to raise 
values to match fluctuations in cost of material and construction” (p. 514). 
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would find himself in a far more favorable position, in that 
he has been able to profit from an increase in property values. 
However, in so far as the return and principal of bonds and 
preferred stocks is fixed in nearly all cases, this argument 
applies only to the common stockholder. For, while the value 
of industrial property may have risen during the past ten years, 
the bondholder’s return in any case is based strictly on the 
original investment. 

One must also consider the public’s need for extensions in 
public utility enterprises. The funds for extensions and expan- 
sion must ultimately come from the investor. Consequently, 
if the public utility commission denies the right to any unearned 
increment, funds are liable to be diverted to other enterprises 
where the investor is not similarly restricted. 

Depreciation in connection with reproduction cost.—In 
considering the cost of reproduction theory, the problem of 
depreciation cannot be neglected. There are, in fact, two dis- 
tinct lines of thought as to the proper method of handling 
depreciation. One group advocates a strict application of the 
cost to reproduce new basis without any allowance for depre- 
ciation. This group holds the theory that, so long as the 
service performed by the utility is equally as good as when 
the utility was new, it is immaterial to the consumer to what 
extent depreciation of individual property has occurred.** 

The essential difficulty regarding the question of deprecia- 
tion centers on the way in which depreciation is handled. 
Where depreciation is not provided for, but is returned to 
security holders in the form of earnings, clearly the depre- 
ciated value of the property should be taken as the rate base. 

It may be true, as those advocating cost-of-reproduction- 
new suggest, that so long as service is efficient the public is not 
concerned, but eventually repairs and replacements will be- 





18 One of the advocates of the cost-to-reproduce basis is A. C. Humphreys, 
President of Stevens Institute of Technology. See “Depreciation, Estimated and 
Actual,” Proceedings of the American Gas Institute, Vol. VIII, Part II, p. 52x. 
See also Blood, W. H., “The Passing of ‘Depreciated Value’ in Rate Cases”; 
and Webster, Geo. N., “Theoretical Depreciation, a Menace to the Public and 
the Investor.” The cost-of-reproduction-less-depreciation theory has been upheld 
by Robert H. Whitten in “Valuation of Public Service Corporations,” 1912, 
Vol. 1, p. 359; and by a Special Committee of the American Society of Civil 
Engineers in Report of the Special Committee to Formulate Principles and 
Methods for the Valuation of Railroad Property and Other Public Utilities, 
Dec. 1, 1913, Pp. 49. 
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come necessary, and whence are the funds to come? Earnings, 
once paid out, will not be returned. The only alternative is 
to raise such funds by new capital issues. 

But when depreciation is properly charged against earnings 
and the depreciation is properly handled, we have a different 
situation. The meaning of the term ‘‘depreciation” is clear 
to us all; it is a recognition of the imperceptible, immeasurable 
decline in value that sets in from the day the capital instrument 
under consideration is completed. To be sure, there may be 
no appreciable lessening of its efficiency until the tenth year of 
its existence, say, when, suddenly, it becomes worthless. 
Nevertheless, in performing its service during these ten years, 
it has been yielding off value to the goods or services produced, 
and against its income should be charged up yearly amounts 
so that by ten years we will have a fund equivalent to the 
original investment, less whatever scrap value exists after the 
instrument is abandoned. 

As applied to a public service plant, the propriety of charg- 
ing depreciation against earnings is not questioned. Conse- 
quently, when depreciated value of the original plant is used 
as the rate base there should be added the depreciation fund, 
if set aside. If dispensed as earnings, then the depreciated 
value of the property should serve as the rate base. Or if, 
as is usually the case, the funds representing depreciation re- 
serves have been turned back into the plant as additions and 
betterments, then these should be added to the depreciated 
value of the original plant.*® 





19For an able discussion of this problem from an economic standpoint see 
Adams, J. P., “Depreciation in Relation to Public Utility Valuation,” Papers 
and Proceedings American Assoc. of University Instructors in Accounting, Vol. 
VII, No. 1, 1922, p. 99. The following citations will indicate the attitude of the 
courts and some commissions on the question: 

Report of the Massachusetts Joint Commission on the N. Y., N. H. & H. Ry. 
Co., Feb. 15, 1911, pp. 51-154. Upholds cost-of-reproduction-new, so long as 
property is maintained at roo per cent capactiy out of earnings or stock assess- 
ments. 

City of Whitewater v. Whitewater Electric Light Co. 6 W. R. C. R. 132, 138. 
Commission upholds cost-of-reproduction-new “ ... since although the invest- 
ment may apparently be diminished by failure to provide for depreciation and 
by the payment of this money to stockholders, in reality the investment is not 
diminished, because of the necessity of replacing the plant, in the absence of a 
depreciation fund, from the property of owners or stockholders.” 

Knoxville v. Water Co., 212 U. S. 1, 29 Sup. Ct. 148, 53 L. ed. 371. The 
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Present attitude toward reproduction cost.—Regardless of 
whether depreciation be considered in arriving at values based 
on reproduction costs or not, it is apparent that a fundamen- 
tal distinction exists between reproduction values and actual 
cost. The arguments for and against these two theories have 
previously been set forth and we are again brought to a real- 
ization that neither method can be set up as a sole criterion 
of value, despite an attempt on the part of attorneys represent- 
ing public service corporations to interpret the Smyth v. Ames 
case to mean that “present value”’ should be taken as the only 
value. 

The language of the court on this point in Smyth v. Ames, 
already quoted, was as follows: “And, in order to ascertain | 
that value (fair value for property used in convenience of 
public), the original cost of construction, the amount expended 
in permanent improvements, the amount and market value of 
its bonds and stocks, the present as compared with the original 
cost of construction must be taken into consideration.” 

It appears here that the court provided for using both 
original cost and present, or reproduction, cost. For, while 
it is true that in some instances the courts have held strictly 
to original cost,”° and in other cases they have leaned essen- 
tially toward reproduction costs,** there has been a recent 
tendency to modify the reproduction-cost theory in such a way 
as to make the results more closely conform to actual cost or 
else give weight to both methods.” 








Suerte Court here holds cost-of-reproduction-less-depreciation to be the con- 
trolling factor. 

Minnesota Rate Cases, 230 U. S. 352. Upheld cost-of-reproduction-less-depre- 
ciation. Supreme Court rejected contention that increase in value due to adapta- 
tion and solidification of roadbed was more than adequate fully to offset all 
depreciation in physical structures, indicating that appreciation and depreciation 
should be estimated separately. Additional citations in Whitten, Robert H., 
“The Valuation of Public Service Corporations,” Vol. I, Chapter XVIII. See 
also Ibid., Vol. Il, Chapter VIII, for four methods of determining annual and 
accrued depreciation. 

20 See citations on p. 357. 

21See In re San José Water Co., (Cal.) P. U. R.-D, 706; In re Terminal 
Taxicab Co., (D. C.) P. U. R. 1915-B, 546; In re Bronx Gas & Elec. Co., (N. 
Y. rst Dist.) P. U. R. 1916-A, 440; Steenerson v Great Northern Ry. Co., 69 
Minn. 353. u 

22 New Hampshire Public Service Commission, Report of Nov. 30, 1912, 
p. 302. Upholds amount honestly invested as fair basis of value. Wisconsin 
Railroad Comm. accepts investment idea in Appleton v. Appleton Water Works 
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Treatment of certain tangible and intangible items in 
utility valuation.—Up to this point, our discussion has centered 
on the particular aspect of value that should be adopted. 
There are other problems, however, which must be settled 
before any of the cost theories discussed can be used intelli- 
gently, and these questions hinge on the admission or exclusion 
of certain items in arriving at values. 

While it is true that little doubt exists as to the propriety 
of including as elements of value those tangible items necessary 
to the public service corporation, and which were acquired at 
an actual cost, questions do arise as to the propriety of including 
other tangible items as well as some intangible items in arriving 
at the rate basis, 

Unused property.—For instance, it is generally held that 
property which is not used, or which is not useful, even though 
acquired at a cost, may not be included in arriving at values 
for rate-making purposes.** The theory underlying this atti- 
tude is that the public should not be required to pay rates high 
enough to provide a return on an unnecessary investment, or 
to recoup the public service company for mistakes in judgment. 

Property acquired by gift-——Essentially the same attitude 
has been taken in respect to tangible property acquired by gift 
and without cost. Such property, although necessary, repre- 
sents no sacrifice, no investment, and no cost to the company 





Co., 5 W. R. C. R. 215, although it gives consideration to reproduction cost. 
Massachusetts Public Service Commission accepts original value. In re Middle- 
sex & Boston Rate Case, Oct. 28, 1914. In re Dunham, (Mo.) P. U. R. 1916-E, 
544, decision in Smyth v. Ames literally construed. See also In re Munroe Ind. 
Tel. Co., (Neb.) P. U. R. 1917-E, 471; In re Lincoln v. Lincoln Water & Light 
Co., (Ill.) P. U. R. 1917-B, 1. Simpson v. Shepard, 230 U. S. 352, 33 Sup. Ct. 
729. “The cost-of-reproduction method is of service in ascertaining the present 
value of the plant, when it is reasonably applied and when the cost of repro- 
ducing the property may be ascertained with a proper degree of certainty. But 
it does not justify the acceptance of results which depend upon mere conjecture.” 
People ex rel. N. Y. State Rys. v. Public Service Comm., (App. Div.) 195 N. Y. 
Supp. 174. Holds that neither “cost before the war’ nor “reproduction (cost) 
at the present time” is a true basis, but that the present value must be 
“something more than prewar cost less depreciation.” City of Stamford v. 
Stamford Gas & Electric Co., (Conn.) P. U. R. 1922-A, 303. Favors an average 
reproduction cost. In re Franklin Light & Power Co., (N. H.) P. U. R. 1922-A, 
506. Gives consideration to depreciated value and original cost. 

23 See particularly In re LaCrosse Gas & Elec. Co., 8 W. R. C. R. 138; In re 
Darlington Elec. Light & Water Power Co., 5 W. R. C. R. 397; San Diego 
Land & Town Co. v. Jasper, 189 U. S. 439, 23 Sup. Ct. 571, 47 L. ed. 892. 
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until replacement is necessary. Such property should, there- 
fore, be excluded from the rate base.** 

Property acquired from surplus.—Another interesting prob- 
lem also is created in respect to property acquired from 
surplus. Should such property be regarded as acquired from 
large earnings, and hence as representing no sacrifice from in- 
vestors, or should it be considered as a reinvestment of the 
stockholders’ earnings? The courts have generally held that, 
where earnings have arisen from exceptional management or 
from failure to declare dividends, and have not resulted from 
high rates, they represent a reinvestment and may be regarded 
astan autem: ol cost. 

Land values.—The question of land value has perhaps 
given as much difficulty in rate cases as any one item, not be- 
cause of any doubt regarding the validity of its inclusion, but 
rather as to the proper method of appraisal.”> Here the dif- 
ficulty hinges largely on the propriety of allowing for increases 
in the values of land because of community growth. In some 
instances, there has been a tendency to appraise land at its 
present market value, while in other cases a “fair value” of 
land may be less than the market value of similar land in the 
vicinity. The Interstate Commerce Commission endeavors to 
ascertain the present value of land by multiplying the number 
of acres of land owned or used by the carrier for its purposes 
as a carrier by the “‘present market value” per acre of “‘similar, 
adjacent and adjoining lands,” with due allowance for the 
“peculiar adaptability of the landto railroadeuse, 06 In 
general, the use of “multipliers” to account for cost of acquir- 
ing land, or to account for added value given because of 
adaptability for use by the public service corporation, has been 
condemned.” 








24 While some earlier decisions favored the inclusion of such items, later 
decisions have adopted an opposite view. See San Diego Water Co. v. San 
Diego, 118 Cal. 556, 50 Pac. 633; Ashland v. Ashland Water Co., 4 W. R. C. R. 
273; Pine Lawn v. W. St. Louis Water & Light Co., (Mo.) P. U. R. 1917-B, 679. 

25 See In re Bridgeport Natural Gas & Oil Co., (W. Va.) P. U. R. 1916-C, 
253; In re Salem Tel. Co., (S. Dak.) P. U. R. r919-B, 734;. Mass. Bd. of Gas. 
& Elec. Light Comm., 9th Ann. Rept., p. 90, In re Haverhill Gas & Light Co. 

26'There are three generally accepted methods of land appraisals: the “local 
expert method; the sales method; and the appraisal method.” Hartman, “Fair 
Value,” 1922, p. 139. They apply, of course, only in the. reproduction-cost and 
estimated original-cost inventories. 

27 Valuation Docket No. 2, pp. 52-62. 

28 Minnesota Rate Case, 230 U. S. 352, 33 Sup. Ct. 729. 
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Overhead costs.—Other questions naturally arise regarding 
the valuation of specific types of tangible property, but our 
analysis has gone far enough to show that the courts and the 
commissions usually seek to include only those items which 
actually represent an investment by the public service corpora- 
tion on the one hand, and which, on the other, are usefully 
employed in the business. 

Other questions of interest center on the inclusion or exclu- 
sion of such items as engineering costs, superintendence, con- 
tingencies, contractors’ profits, interest during construction, 
legal and general organization expenses, and promotion costs. 
These items, ordinarily classed as ‘“‘overhead”’ expenses, are 
generally allowed by state commissions, where it can be proved 
that they were actually incurred and where they were not ex- 
cessive. Likewise, discount on bonds and the additional 
expense involved because the utility company was necessarily 
constructed in ‘‘piece-meal” fashion may be regarded as legiti- 
mate items of cost. Franchise values, on the other hand, 
while allowed in valuation for taxation, and frequently in 
valuation for purchase and sale, are not generally considered 
in arriving at values for rate making purposes beyond the 
actual cost of acquiring the franchises.” 





29 The following citations, while not complete, will indicate the courts’ attitude 
on the treatment of intangible values: 

City of Ripon v. Ripon Light & Water Co. 5 W. R. C. R. x. 12 per cent 
on total inventory-reproduction-cost allowed to cover engineering, superintend- 
ence, legal expenses, interest during construction and contingencies. 

Cedar Rapids Gaslight Co. vy. Cedar Rapids, 223 U. S. 655. The Iowa 
Supreme Court was upheld in denying an allowance either for promotion or 
organization. 

In appraisal of Chicago surface railways, 1906, Chicago Consolidated Traction 
Co., 1910, and Chicago gas plant, rg1x, allowances made for organization 
expenses. See report, Traction Valuation Commission, Dec. 10, 1906; August, 
1910; Report by Wm. T. Hagenah to Gas Sub-committee of Chicago Council 
Committee, April 17, 1911. 

In appraisal of Cleveland street railways, 1909, 10 per cent added to total 
inventory value to cover organization, interest during construction, etc. Decision 
of U. S. Dist. Judge R. W. Taylor, re arbitration of valuation of property of 
Cleveland Ry. Co., Dec. 16 and 17, 1909. 

Lincoln Gas & Electric Light Co., City of Lincoln, 182 Fed. 926, 928; 7.7 per 
cent inventory cost allowed. 

New Jersey Pub. Util. Comm., rorz, allows 12 per cent. Re investigation of 
rates charged by Consolidated Gas Co. of Long Branch, N. J., July 25, rorr. 

Mayhew v. Kings County Lighting Co., 2 P. S. C. rst D. (N. Y.), Oct. 20, 
1911, allows from 10 per cent to 15 per cent, 
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Going value.—One more point remains to be discussed in 
reference to intangible items and their relation to value, and 
that is the question of ‘“‘going value.” Utility companies have 
invariably contended that allowance should be made in regula- 
tory valuation for a sum in addition to the mere physical value 
of the property to include a certain intangible element of value 
which is considered to exist because the concern is operating, 
has a clientele, and is actually running.*° There are, in fact, 
several aspects of this question which must be treated dif- 
ferently, as going value is not always used to cover precisely 
the same thing.** 

Where going value is considered as arising from expendi- 
tures necessary to secure new business, such charges, if actually 
incurred and charged to capital, may be included. But where 
such charges were not incurred, or were met out of operating 
expenses, obviously to include them in the rate base would 
duplicate the charge against future consumers. 





For complete citations of earlier cases see Whitten, Robert H., “Valuation of 
Public Service Corporations,” Vol. I, Chapters XII, XIII, and XV. 

Lincoln v. Lincoln Water & Light Co., I. P. U. C. No. 2496, P. U. R. 1917-B, 1x. 
A list of typical overhead expenses suggested here. 

Washington & M. R. Co., (D. C.) P. U. R. 1915-B, 558, holds that allowance 
for overhead must be on depreciated value of property. 

Edwards yv. Glen Tel. Co., (N. Y. 2d Dist.) P. U. R. 1916-B, 940. Promoters’ 
profits included in valuation only upon showing reasonable necessity thereof 
and resulting benefit to service. 

Lincoln v. Lincoln Water & Light Co., (IIl.) P. U. R. 1917-B, 1. Interest 
during construction as a capital charge limited to reasonable amount. 

Bond discount is not generally held to be a capital charge, but is regarded 
as an interest charge, to be absorbed through earnings. Potomac Elec. Power 
Co., (D. C.) P. U. R. 1917—D, 563. (Especially where discount is not capitalized.) 
For more complete citations of recent cases see Hartman, “Fair Value,” 1922, pp. 
173, 174. 

30 Des Moines Gas Co. y. City of Des Moines et al., 35 Sup. Ct. Rep. 811. 
“That there is an element of value in an assembled and established plant, doing 
business and earning money, over one that is not thus advanced is self-evident. 
This element of value is a property right, and should be considered in deter- 
mining the value of the property upon which the owner has the right to make 
ALAILeretucnes esa (DansinS))e 

31 Hartman, “Fair Value,” 1922, p. 179. “Four definitions (of going value) 
have been generally used. ‘The term has been interpreted as the mere attribute 
of a utility in normal operation—organized, operated, and engaged in the 
public service. It has been defined as the difference between the exchange value 
of the plant and its appraised present value. Going value has been used as 
synonymous with ‘good will’ to mean the probability of customers continuing 
to come to the same company for service. And the term has been held to mean 
the net unrecompensed deficits sustained by the company during the develop- 
ment stage of its existence, while operating at a loss.” 
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Another use of the term “‘going value” implies the difference 
between exchange value and appraised value. Such a concept 
of going value must be omitted from consideration in deter- 
mining the rate base, for to include it would throw us back 
simply to market value, the objections to which have already 
been emphasized.” 

That aspect of going value based on “good will’ cannot 
legitimately be allowed unless an actual expenditure has been 
involved to secure it. Good will, as generally used to indicate 
an element of value derived from the fixed and favorable con- 
sideration of customers, has no place in rate making, since the 
customers usually have no option in placing their patronage.** 

More justifiable, however, are the claims made by public 
service corporations that accrued deficits and unpaid early 
losses should be given consideration. The Wisconsin Railroad 
Commission was one of the first to establish a definite pro- 
cedure for handling early deficits. Under their plan, which 
has been followed elsewhere with variations, early deficits may 
be capitalized on the same basis that engineering expenses, 
legal fees, and other construction expenses are capitalized.** 
The Commission, however, does not take into account losses 
due to bad management.*® 

Valuation for purposes other than rate making.—It would 
take us too far afield in our present problem to discuss all the 
points of difference between valuation for rate purposes, for 
capitalization, for purchase, and for taxation. In general, 
however, the following distinctions may be said to exist. In 
valuations for rate purposes what is sought is a fair value 
upon which to base a fair return. And fair value has, with 
the exception of certain increases in value, been used to imply 





32 See Fuhrmann v. Cataract P. & C. Co., 3 N. Y. P. S. C. (2d Dist.) 656. 

33 See Willcox vy. Consol. Gas. Co., 212 U. S. 17, 29 Sup. Ct. Rep. 192, 53 L. 
ed. 382; Des Moines Gas Co. v. Des Moines, 238 U. S, 113, 59 L. ed. 1244. 

34 Outlined in City of Milwaukee vy. Milwaukee Gas Light Co., 12 W. R. C. 
R. 441. For a diagrammatic explanation of this theory see Gerstenberg, C. W., 
“Financial Organization and Management of Business,” p. 15, 1924, Prentice- 
Hall, Inc., 70 Fifth Ave., New York. 

35 Superior Commercial Club v. Superior Water, Light & Power Co., 11 W. 
R. C. R. 704; Galveston Elec. Co. v. City of Galveston, 42 Sup. Ct. Rep. 354. 
A recent treatise on this subject is “Going Concern Value in Rate Cases,” 
W. H. Blood, Jr., Reprint No. 28, Stone & Webster Journal, Aug.. 1922. See 
also “Going Value as an Element in the Valuation of Public Utility Properties,” 
Harvard Business Review, Vol. I, pp. 359-367. 
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at least an investment or sacrifice on the part of the owners 
of the public service corporation. Valuation for capitalization 
must be substantially the same as value for rate purposes if 
the securities authorized are to have adequate earning power 
to support their value. Valuation for tax purposes, on the 
other hand, tends more closely to conform to market value, 
and, where earnings are low, may be considerably less than 
fair value for rate purposes.*® Tax laws differ widely and the 
bases of appraisal are many. In fact, precedents as to ap- 
praisals for tax purposes show that public utility properties, 
as well as other types of property, are generally appraised at 
market value. Further, there is no relation between earnings, 
rates, and value to consider here as in the case of valuation for 
rate purposes. Valuation for purchase, while closely related 
to value for rate purposes, is different.*7 There are grounds 
here for leaning strongly toward the capitalization method of 
value, or at least for taking into account the market value 
of the property as being the product of two variables—cost 
and rates.* ; 

A fair return on fair value.—Closely related to the problem 
of the valuation is the question, What constitutes a fair return? 
The determination of a rate base is of little consequence unless 
it is known what net returns should be‘allowed thereon. In 
the case of steam railroads a return of 534 per cent is con- 
sidered fair by the Interstate Commerce Commission (under 
mandate from Congress). The courts and state commissions, 
on the other hand, have been somewhat more liberal in the 
case of public utilities and have generally allowed between 7 
and 8 per cent, although, in some cases, a return as high as 
9 per cent has been authorized.** Again, it should be recalled 








36 See “Proceedings of the 23d Annual Convention,” National Association of 
Railway Commissioners, Oct., 1911, p. 148. 

87 See Willcox v. Consolidated Gas Co., 212 U. S. 19, 29 Sup. Ct. 192, 53 L. 
ed. 382; Omaha v. Omaha Water Co., 218 U. S. 180, 30 Sup. Ct. 615. 

38 See Fuhrmann y. Cataract Power & Conduit Co. 3 P. S. C. 2d Dist, 
(CNSRYE)INGS6: 

39 The following is a résumé of some of the more recent decisions bearing 
on the rate of return which public utility companies have been allowed to earn: 

A return of 7 per cent in the case of an electric utility was held reasonable. 
Re Houghton County Electric Light Co., (Mich.) P. U. R. 1924-B, 32. 

An annual return of 8 per cent of the value of an eléctric utility was con- 
sidered just and reasonable. Northwestern Ohio Light Co. v. Leipzic, (Ohio) 
P. U. R. 1924-B, 762. 
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that there is no guaranty or assurance that a particular com- 
pany will earn a fair rate on its investment. The only protec- 
tion actually afforded to the investor in utility companies is the 
assurance that the company, under normal management, will 
be allowed, within reasonable limits, rates that will provide 
a fair return on the fair value of property used for the public 
good. 

Other problems of regulation.—It is easy to see how the 
protection afforded public utility companies by the courts in 
the matter of rates and valuations gave rise to other problems 
of regulation which called for a widening of the commissions’ 
powers to include more than rate making activities. It is true 
that neither the courts nor commissions have ever stood ready 
to sanction unreasonably high rates, even though such rates 
might be necessary to give a fair return on property invest- 
ment. Nevertheless, in view of the accepted idea that a 
reasonable return should be allowed, where possible, it ap- 
peared logical to give the commission power to authorize 
extensions to existing plants, to determine whether a new plant 


A return of 7 per cent was considered reasonable in the case of a water utility. 
Re Indianapolis Water Co., (Ind.) P. U. R. 1924-B, 306. 

Three decisions in reference to electric light companies in 1924 by the Cali- 
fornia commission allowed returns as follows: Re Southern California Edison 
Co., P. U. R. 1924-C, 1 (7.5 per cent); Re Coast Valleys Gas & Electric Co., 
P. U. R. 1924-C, 40 (8 per cent) ; Re Coast Counties Gas & Electric Co., P. U. R. 
1924-C, 415 (8 per cent). 

A street railway utility was allowed 7 per cent for an annual return. Re 
Omaha & Council Bluffs Street Railway Co., (Neb.) P. U. R. 1924-A, 627. 

A public utility company operating electric, heating, and telephone depart- 
ments and rendering efficient service was allowed a return of 8 per cent upon 
the present fair value of its property. Re Northern States Power Co., (N. D.) 
P. U. R. 1924-A, 325. 

A gas utility was allowed a return of 7 per cent on the fair present value. 
Re Springfield Gas & Electric Co., (Mo.) P. U. R. 1924-A, 613. 

A gas utility which had made investments in advance of demands for service 
was allowed a return of 7 per cent. Trustees of Freeport v. Nassau & Suffolk 
Lighting Co., (N. Y.) P. U. R. 1924-A, 96. 

The return of a telephone utility was fixed at 8 per cent annually. Re Inter- 
state Utifities Co., (Ida.) P. U. R. 1924-A, 197. 

A rate of ieee of 9 per cent was declared excessive in the cases of a 
telephone utility, while a return of 714 per cent upon the rate base was found 
to be just and reasonable. Illinois Commerce Commission y. Chicago Telephone 
Co., (Ill.) P. U. R. 1924-A, 213. 

A return of 8 per cent was held to be a rate customarily required to be named 
on the present value of the property of a regulated gas utility. Consolidated 
Gas Company of New York v. Prendergast, P, U. R. 1925-B, 773 (U. S. District 
Court, N. Y.). 


370 INVESTMENT PRINCIPLES AND PRACTICES 


should be permitted to enter the field, to regulate security 
issues, and to approve consolidations and mergers. In other 
words, since a company must be permitted, where reasonably 
possible, to earn a fair return once it is in the field, why should 
the commission not be permitted to determine whether there 
is a sufficient need for its services at fair rates to assure a fair 
return on the necessary investment before any investment is 
allowed at all. The same argument applies to extensions of 
present plants. Being obliged to permit a fair return, should 
not the commissions have power to regulate the issue of securi- 
ties which are to be sold to the public and for which the public 
looks to the commission for adequate earnings? Since earn- 
ings may be accurately or inaccurately stated according to the 
methods of accounting employed, in many cases the commis- 
sions are given power to prescribe the methods by which ac- 
counts shall be kept. On the basis of this reasoning, there- 
fore, a gradual extension of the powers of utility commissions 
has taken place over the entire field of public control. ‘The 
status of the commission control as it is now customarily exer- 
cised will be considered briefly. 

General discussion of powers of commissions.—Regulation 
of local utilities is distinctly a state, not a Federal, function. 
Accordingly, one expects to find a wide variation in the powers 
granted among the different states.*° While practically all 
state commissions are granted authority over rates, and many 
states are also given the power to determine valuation for rate 
making purposes, only twenty-five commissions have authority 
in all four of the closely related matters, namely, valuation, 
rates, service, and capitalization. It is further observed that, 
while all of the states do, or may, require privately owned 
properties to make reports of financial operations, only about 
three fourths require that these reports be published. 

In connection with rates, usually proceedings may be 
initiated upon petition of customers or utilities, and sometimes 
on the commission’s own motion. The commission’s function 
is to conduct hearings and, after considering all the facts, to 
grant rates which are reasonable to the public and which allow 
a fair return on the “‘fair value’ of the property owned by 





40 See Annual Report Committee on Public Service Securities, I. B. A. of A., 


“Twelfth Annual Proceedings,” 1923, pp. 116-124, on need of uniform laws for 
state regulation. 
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the utility and used in public interest. The question of fair 
value is closely connected with that of rate structures, and 
to-day rate cases generally involve questions of valuation which 
are considered simultaneously. 

Another important function usually performed by the com- 
mission is that of prescribing and enforcing proper standards 
of service. Thus, in the case of electric railway companies, 
commissions are given the power to prescribe the frequency 
of car service, the number of seats per car, braking and other 
safety equipment to be installed, conditions of operation, and 
so forth. In the case of electric and gas companies the char- 
acter of the service is regulated, such as voltage regulation, 
the B.T.U. content of gas, and proper tests for meters. Some 
commissions prepare and publish elaborate rules and regula- 
tions, not only in respect to the preceding matters, but also 
covering standards and character of property construction, the 
adjustment of interference problems in connection with high 
tension transmission lines, specifications for grade crossings, 
and other matters which are related to efficient and continuous 
service. 

As commission control has been extended to cover matters 
of rates and valuation, it has been found necessary to include, 
under regulatory functions, the control of accounting methods. 
Accordingly, many commissions are empowered to establish 
standard accounting systems for all utilities under their con- 
trol. The purpose of this standardization is to secure uni- 
formity in the annual reports made by utilities to the commis- 
sions. Without such standardization accurate comparisons 
over a period of years would be impossible. Furthermore, 
the use of standard systems of accounts prevents misrepre- 
sentation that is often possible by manipulating accounting for 
reserves, depreciation, retirements, and betterments. In some 
cases commissions are empowered, not only to establish 
standard accounting systems, but also to prohibit the keeping 
of any other systems of account or memoranda. ‘This power 
is expressly granted to the Interstate Commerce Commission. 

Some twenty-six commissions have specific jurisdiction over 
the capitalization of utilities. When a utility company wishes 
to issue long term securities, it is required to file with the 
commission a statement of the character and amount of the 
issue, the purposes for which the proceeds are to be used, 
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available income, data relative to present capitalization, values, 
and so on. The approval of the commission is then required 
before the securities can be sold. 

While the legal theory is that a fair rate is one which will 
allow the utility company to earn a fair return on its property, 
there is no guaranty that such a return will be earned, or that 
the promised interest or dividend rate will be earned on any 
given issue of bonds or stock. Nevertheless, regulatory com- 
missions often feel a certain responsibility toward the security 
holders in companies over which they have regulatory powers. 
It is a logical extension of power, therefore, to include control 
over the matter of security issues. When the commission 1s 
empowered to pass on or to approve a given security issue, 
it is then in a position to check the purposes for which it is to 
be used, the amount of the proposed issue with respect to 
present earnings and assets, the probable need for the exten- 
sions that are to be financed out of the proceeds of such issues, 
and so on. Needless to say, the commission is not likely to 
assent to securities issued against inflated values, or for erect- 
ing extensions that are likely to be unprofitable. Furthermore, 
inflation, stock watering, and security jobbing are minimized 
when the commission has control over these matters. 

Closely allied with jurisdiction over new capital issues is the 
power frequently given to commissions in respect to extensions 
of public utility property. Extensions to existing property are 
often made by companies as a matter of routine. In other 
cases, however, the expenditure of large sums of money is 
required with the promise of little revenue. If it appears that 
this situation is temporary, and immediate losses are small in 
respect to total revenues, then no important questions arise. 
If, however, extensions are likely to remain unprofitable for a 
substantial period of time and to impose a burden on the entire 
system necessitating higher rates, then it is the function of 
the commission to determine the wisdom of such a program. 

In thirty-one states the public utility commissions are author- 
ized to regulate the extent to which competition among all or 
certain specified utilities will be permitted. In such states it is 
customary to require the utility company, before it can under- 
take operations within the state, to apply to. the commission 
for a certificate of convenience and necessity. If no other 
similar utility is already operating within the region to be 
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served, and if the applying company offers promise of success- 
ful operation, the certificate is granted. However, if the ter- 
ritory is already adequately served by an existing company, 
in a manner reasonably satisfactory, and at reasonable rates, 
usually the petition is denied. Here legal sanction is given 
to the economic law, already discussed, that utilities are natural 
monopolies. Under normal conditions one company can serve 
the community better and more economically than can several, 
provided intelligent control prevents the company from charg- 
ing unreasonable rates or rendering inadequate service by 
virtue of its monopoly. 

The table on page 374, prepared for the Committee on 
Public Service Securities, Investment Bankers Association, and 
appearing in the Annual Proceedings for 1923, will indicate, ina 
general way, the scope of commission jurisdiction in the various 
states at that time. 

It is interesting to note at this point that, while commissions 
have been given broad regulatory powers in respect to utilities, 
they have not been delegated managerial powers. It is im- 
portant, too, that this distinction is maintained. If regulated 
utilities are to grow and to continue to meet the demands for 
their service, they must be made to retain full responsibilities 
for such service. A division of responsibilities between com- 
mission and company would be fatal. In fact, various courts, 
even the Supreme Court of the United States, have held that 
commissions cannot lawfully assume managerial functions 
and responsibilities which inhere in private ownership and 
operation.** 

Significance of regulation to investor.—The significance of 
this situation to the investor in public utility securities may now 
be more fully explained. In the first place, it is evident that 
public utility enterprises occupy a position of unique im- 
portance in economic life. They supply basic necessities, 
usually under monopolistic conditions. Frequently the 





41“So far as appears, plaintiff in error’s board of directors has exercised 
a proper discretion about this matter requiring business judgment. It must 
never be forgotten that, while the state may regulate with a view to enforcing 
reasonable rates and charges, it is not the owner of the property of public 
utility companies and is not clothed with the general power of management 
incident to ownership.” Re Southwestern Bell Telephone Co., 262 U, S. 276, 
P. U. R. 1923-C, 193, 200. 
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monopoly they enjoy is the result of a direct grant of the legis- 
lature. On the other hand, they are subject to public control, 


Fig. 17—Summary Chart Showing Jurisdiction of State Commissions 


Over Public Utilities. 
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Arkansas—Powers of commission limited to such cases as do not come under municipal councils, city commissions or improvement districts, which have primary aucborily. 


which limits the return they may earn. Yet, there is an implied 
contract with the public that charges will be authorized to 
permit a fair return on the fair value of property used for 
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public service. Consequently, the investor expects, and gen- 
erally finds, that the earnings of utility companies, while 
steady, are limited. There is a reasonable assurance that a 
fair return will be earned on securities outstanding, in so far 
as there is not overcapitalization, On the other hand, the 
investor no longer looks to the securities of public utility com- 
panies for the large speculative profits that occasionally come 
from commitments in industrial securities. 

Furthermore, the extension of the powers of public utility 
commissions to cover such matters as the right of new com- 
panies to enter the field, the issuance of new securities, exten- 
sions to existing properties, and accounting afford the investor 
in public utilities a certain amount of protection not found 
among industrial securities. Where the utility is located in a 
state with intelligent commission regulation, there is at least 
a presumption in favor of the soundness of its underlying 
securities, bonds, and preferred stocks, which may even be ex- 
tended to the common stock of the company. 

Property values and earnings in relation to values.—The 
appraisals which are made of the assets of public utilities in 
arriving at the fair value of their properties likewise afford 
the investor a fairly good check on the book value of the assets 
as well as on the real value of the stocks and bonds which the 
company has outstanding. In fact, the question of property 
values is of far greater importance in the case of public utilities 
than in the case of industrials. In the latter case, asset values 
depend largely on earning power, which results from charges 
regulated by competition only. The real worth of an indus- 
trial plant is determined by what it can earn year in and year 
out. The extent of physical assets may prevent the value of 
its securities from going below certain levels, but the dearth 
of extensive physical assets will not prevent its common stock 
from rising to high levels, where earnings so warrant. In 
view of the close relationship between earnings and asset val- 
ues in the case of public utilities on the other hand, a relation- 
ship reinforced by legislative and judicial control, it is appar- 
ent that the market value of securities outstanding must bear 
some relation to the fair value of the actual property owned. 

Guaranty of fair returnRegulation, nowever favorable 
to the utility, in no wise affords a guaranty that a fair return 
will be earned by any given company on its property invest- 
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ment. The existence of regulation does not serve to abolish 
all economic hazards. Even though a given enterprise is pro- 
tected from the competition of like concerns in the field, there 
still exists the constant liability of competition from the use 
of substitutes. The best recent example of such competition 
is found in the increased use of automobiles, taxis, and buses 
at the expense of electric railway systems. Other forms of 
competition by substitution can readily be recalled. The de- 
velopment of electricity as a means of lighting at one time 
threatened the gas industry, although the latter has developed 
sufhicient new business in industrial and domestic heating fields 
to offset the increased use of electricity in the lighting field. 

Economic hazards in utility operation—Further hazards 
to which utility companies are subjected are economic in 
nature. Rising production costs require increased rates. Yet, 
increased rates may discourage consumption to such an ex- 
tent that operating revenues remain constant or even decline. 
On the other hand, public utility enterprises operate under the 
law of increasing returns so that expenses cannot be reduced 
as business declines. Net earnings, therefore, are not always 
controlled through the rates allowed. Another factor which 
may reduce earnings is a decline in the population of a com- 
munity. It is quite necessary, therefore, for the investor to 
be familiar in a broad way with conditions in the territory in 
which he invests his funds. 

Regulation unfavorable, though present tendencies favor- 
able.—It is also true that the regulation to which public utili- 
ties are subjected may itself react unfavorably to the investor. 
There is no doubt that the railroads of this country were 
treated unfairly by the Interstate Commerce Commission from 
1910 to 1920. Rates were kept at relatively low levels 
despite rising costs. The same situation occasionally has pre- 
vailed in respect to public utilities in certain states. One must 
always consider the possibility that regulatory bodies may lean 
in favor of the people from whom they derive their power 
rather than toward the companies they regulate. This ten- 
dency has been less in evidence during the present decade than 
ever before and bids fair to be of decreasing importance in 
the future. It has been clearly demonstrated that excessive 
or unfair regulation discourages the investment of capital and 
prevents the utility from rendering proper service. Commis- 
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sions now recognize the necessity of fair treatment to all, and, 
in most states, a real effort is made to regulate in a manner 
that does full justice to all. The courts have likewise held 
to this view, with the result that the return allowed is now 
around 8 per cent as compared with 4 or § per cent several 
years ago. 

Economics of public utility operation: capitalization and 
output.—An examination of the 1919 census statistics on manu- 
facturing enterprises in the United States shows that the total 
capitalization in 1919 amounted to about 72 per cent of the 
value of output in that year; in other words, $0.72 of 
capitalization was required to produce $1 in gross return. By 
contrasting this with a typical utility company serving a large 
community, where the capitalization will normally range be- 
tween four and five times its annual gross revenues, one is 
impressed with the heavy capital requirements of the utility 
industry.” 

This situation is partially due to the fact that typical indus- 
trial companies constitute only one unit in the entire process 
of manufacture. Consider, in this respect, the various opera- 
tions performed in the conversion of iron ore into a finished 
automobile. Similarly in the textile industry, the raw product 
often passes through several stages before it emerges ready 
for final consumer use. In the electric light and power indus- 
try, on the other hand, the entire process is often consum- 
mated at one step. The cost of materials forms a much 
smaller proportion of total output in most public utility enter- 
prises than in the case of typical industrials. 

The load factor.—There is still another reason, however, 
why the capital requirements of utilities are high in relation 
to output. This is due to the fact that, in the nature of the 
case, the plant and distribution facilities:are not fully utilized 
at all times. The degree of capacity utilization is usually 





42See pp. 417-419 for further analysis. Based on census data for 
1922 the relation of capital to value of output for typical utilities were as 
follows: 


DOLLARS OF CAPITAL REQUIRED TO PRODUCE ONE DOLLAR OF 
OUTPUT 


Electticwlichteandebowers. ne etiicerce nn i $4.16 
ElectricuRailwaysmerr ets acre cider ocr 5.19 
ManutacturedGase (1919) seniann sitet ciety ielael 4.49 


378 INVESTMENT PRINCIPLES AND PRACTICES 


measured and expressed as the ‘“‘load factor.” This term may 


be defined for a given station as the ratio of the average load 
to the peak load during the period, in other words, as the 
ratio of maximum instantaneous demand upon the plant to the 
average rate of output. 

The demand for the services of public utility companies 
varies widely,** not only as between seasons, but from day to 
day and from hour to hour. The following chart showing 
the load curve of a typical power plant will illustrate this 
point effectively: 


Fig. 18—Load Curve—Typical Power Plant. 
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The average load of this station for the 24-hour period 
was 2,580 kw., as contrasted with a maximum load of 
6,000 kw. 

The load factor is thus expressed as 43 per cent. Further- 
more, there were times during the period when the actual load 
was below 1,500 kw. 

The preceding curve covers a period of only one day. 
There are further variations in the load factor for different 
days of the week, and for different months of the year. In 
the case of electric light and power companies serving pri- 

marily domestic customers, the demand for current is much 
heavier during winter months than during summer months. 





43 See Watkins, G. P., “Electrical Rates: The Load Factor and the Density 
Factor,” Quarterly Jourbal of Economics, Vol. 30, May, 1916, pp. 519-545. 
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The same general principle applies as well to other utilities. 
Street car companies must have sufficient equipment and oper- 
ating force to meet early morning and late afternoon demands 
for service, although a substantial part of this equipment may 
be idle during the remainder of the day. Gas companies must 
be able to supply sufficient gas to meet household requirements 
at meal hours, although demand may be much lower at other 
hours. Water companies are subject to even greater varia- 
tions in demand, especially since they must provide for fire 
protection as well as for normal uses. 

Such variations in the demand for utility services have a 
twofold significance to the investor. In the first place, they 
explain in part the apparently heavy capital requirements of 
such enterprises. Furthermore, they furnish the investor with 
a partial guide to the earning capacity of a given company. 
Obviously the greater the maximum variations from the aver- 
age output, the greater the capital investment necessary to 
deliver a given amount of service, and the lower the rate of 
gross return, other things remaining equal. Conversely, the 
smaller the variation between average and maximum output, 
the more effectively the investment in a given utility is being 
employed. 

Rate structures.—The ideal rate structure for a given util- 
ity is one that yields a maximum gross revenue with a mini- 
mum of capital investment and out-of-pocket expense. In 
seeking this end, the utility company endeavors, among other 
things, to increase its load factor. At first glance it might 
appear that rates for service should be the same for all con- 
sumers. Such uniformity in rates, however, would be unfair 
as well as uneconomical. There is a wide difference in the 
production cost of the various units sold, depending on the 
quantity sold to a given customer, the regularity or continuity 
of service, the time at which the service is required, and so on. 

In considering first the problem of rates in the electric light 
and power industry let us refer briefly to the chart appearing 
on page 378. This chart shows that the load on the station 
there referred to, between the hours of 11.30 A.M. and 1.30 
p.M., was only about 23 per cent of its maximum capacity. 
In fact, between 12.01 A.M. and 5.30 P.M., this plant has 
a substantial amount of excess capacity. In order to increase 
the use of current during these hours, the management would 
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be justified in selling current at a substantially lower rate than 
during the hours 6.00 P.M. to 11.30 P.M. In fact, it would 
be possible substantially to ignore capital costs in devising 
rates to stimulate the use of power during certain hours of the 
day, so long as so-called increment, or out-of-pocket expenses, 
were met and a profit was shown. That is, the utility com- 
pany has its investment built up to meet the peak load. The 
addition of customers whose use of current can be restricted 
definitely to certain hours will require no additional capital 
investment. On the other hand, customers who make further 
demands on the capital facilities of the company, because of 
the nature of their business, should be charged a higher rate. 

Looking at the problem in another way, one observes that 
a consumer having a 40-horse-power motor in use two hours 
per day uses as much power as another consumer with a 10- 
horse-power motor which is used eight hours a day. Yet it 
takes four times as much capital to supply the first user as 
the second, a fact which ought to be taken into account when 
establishing rate structures. A proper structure will account 
for the fixed charges required in furnishing a given service as 
well as for the operating expenses which vary in proportion to 
the time during which the power is used. 

As already suggested, a given rate structure may or may 
not adhere strictly to the cost of service idea. In the case of 
power rates, adjustments must be made to meet competing 
sources of power. Since motors are used for the most part 
during the daytime, when there is a large percentage of plant 
capacity idle, power rates are generally lower than lighting 
rates. Power rates may vary further among different con- 
cerns, depending on continuity of use, time of maximum load, 
and the rate which can be put into effect without causing the 
use of competing sources of power.“ 





44JTt must also be kept in mind that the demands of customers are diverse, 
that their maximum instantaneous demands do not coincide. This is a deter- 
mining factor in the adjustment of plant capacity to meet demand. This 
diversity is often expressed and measured by what is called the diversity factor. 
If a group of concerns so operate that their maximum demands do not fall at 
the same time, the maximum station load resulting from such service will be 
less than the total of the maximum demands of individual customers. The 
diversity factor may be defined “as the ratio of the total of the maximum 
demands of individual«customers occurring at any time during a given period 
to the maximum station load resulting from such service at any time during 
the same period” (Nash, “Economics of Public Utilities,’ 1925, p. 249). 
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Although there are several different types of industrial 
power rate structures in use, the following method of con- 
structing charges is frequently used: a flat charge is first de- 
termined, based on the horse power of connected load; the 
meter or service rates are then made up of a primary rate 
based upon one hour’s use per day of the load and a secondary 
and lower rate for each additional hour’s use of the load per 
day. 

Incandescent lighting and domestic rates are adjusted at a 
point which reflects the principle of joint-cost product pricing. 
The competition of alternatives is less felt here than in the case 
of power service, with the result that, in the past, domestic 
rates have often been so adjusted that the return therefrom, 
together with other revenues, has constituted an adequate re- 
turn on invested capital after payment of operating expenses. 
Recently, however, there has been a tendency to experiment 
with domestic rates, in order to stimulate greater use of elec- 
tric energy for household accessories, particularly those used 
during the day.* 

In the gas industry somewhat similar problems arise, al- 
though the general practice here is much simpler than in the 
electric light and power field. Gas is frequently sold at a 
flat rate per thousand cubic feet used, regardless of the size 
of the customer’s consumption. This practice ignores the fact 
that the large customer may represent no greater investment 
in main, meter, and office overhead than the small one.‘ 
More recently, however, there has been a tendency toward a 
reduction in charges where gas is used for heating. It is only 
by offering such an inducement that gas companies can stimu- 
late extensive use of gas for this purpose. 

Telephone companies often charge flat rates for home tele- 
phones, although such a charge does not fully reflect the cost 
of service to the individual subscriber. Furthermore, tele- 
phone rates for residential subscribers are usually lower than 
business telephones, even though the capital investment for the 
former service is usually the greater. The reason for this 


45 See Annalist, Noy. 18, 1927, p. 779, “Studies in the Household Market for 
Electricity,” by Philip Cabot. 

46 Where the large consumer’s use involves a larger instantaneous demand 
an additional investment in main is required. 
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anomaly lies in the fact that the business telephone is a neces- 
sity and must be had regardless of cost. The residence tele- 
phone is not a necessity and its use is stimulated only by means 
of a low rate. It is the old principle of charging what the 
trafic will bear. An ideal rate structure would provide for 
a flat monthly rate to each customer plus a charge for service 
in proportion to the number of calls originated. This system 
is now in more common use than formerly, when mechanical 
and accounting difficulties militated against its success. The 
system of toll rates and the use of prepayment telephones 
approaches the cost of service principle, although the practice 
of lowering the toll rate during evening hours to stimulate 
the use of facilities after the time of peak load recognizes the 
principle that, so long as out-of-pocket-expenses can be met 
and a slight profit shown during periods of limited use, it is 
better policy to stimulate demand than to allow facilities to 
remain idle. 

Rate making for electric railways has recently been subject 
to experimentation. Rising costs of operation, the increased 
use of automobiles, and jitney competition have created a real 
problem for such companies. In contrast to the European 
practice, where zone fares have been in general use, American 
practice until recently has been to charge a uniform fare for 
urban transportation regardless of distance. More recently, 
however, attempts have been made to institute the zone sys- 
tem. In such cases the plan has been to narrow the urban area 
and to zone the surrounding area by belts, varying in width, 
at which points the supplementary fare is charged. Generally 
speaking, such attempts have not been successful. 

A somewhat different approach to the problem of assessing 
costs to users of service is found in experiments along the line 
of the weekly pass or the nickel permit. In the former case, 
a weekly pass is sold entitling the purchaser to an unlimited 
number of rides during the week. Under the nickel permit 
plan, the patron purchases a monthly permit which entitles him 
to an unlimited number of rides at 5 cents. Those who do 
not hold such permits pay a higher cash fare. 

The problem of the electric railway in this country has not 
been an easy one. In many cases fare increases have not 
added to revenues. Jitney and automobile competition, and 
the tendency for the short-haul passenger to walk if fares are 
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advanced, have made it increasingly difficult to operate profit- 
ably, especially in the smaller communities. 

Customer ownership of public utilities—The ownership of 
public utilities may rest in the municipality, in the hands of 
stockholders, some possibly absentees, or among the custom- 
ers of the utility itself through extensive stock ownership. 
Municipal ownership of public utilities, while not uncommon 
in this country, is the exception to the rule.*7 The important 
exception to this statement is the case of water works, which 
are frequently owned by the communities they serve. 

There is a general feeling among authorities that municipal 
ownership of utilities, particularly electric light and power, 
gas, and electric railway enterprises, is not desirable or eco- 
nomical. The opportunity for mismanagement and waste is 
open, and, under public ownership, there is little incentive for 
technical improvements. It is too easy, under public owner- 
ship, to cover up deficits, or to make them up from taxes. 

Where there is absentee ownership of a utility, the stock be- 
ing held by so-called “banker” or “Wall Street” interests, 
there is always the possibility of misunderstanding and contro- 
versy. In the early history of public utility development, when 
investment values were not stabilized, it was natural that out- 
side, or business, capital should have been largely used in 
developing the industry. The customers of utilities financed 
in this manner were naturally suspicious that exorbitant profits 
were going to unknown owners, and the ground work was thus 
laid for unsatisfactory public relations. 

Customer ownership was first undertaken in a large way 
by light and power companies. In 1920 over $35,000,000 of 
the securities of such companies were sold to customers. In 
1922 sales of securities to customers amounted to $175,- 
000,000, and by 1924 the figure increased to $200,000,000. 
It is estimated at the present time that over $1,000,000,000 








47 The City of Seattle has operated its lighting plant since 1904. In 1919 it 
purchased the Seattle railway system. The major part of the present Detroit 
Electric railway system was purchased from private owners in 1922. The City 
of Cleveland operates a lighting plant which does about 13 per cent of the 
electric light and power business in Cleveland. The City of Los Angeles 
purchased, in 1922, the local distributing system from the Southern California 
Edison Company, which it operates in connection with a municipally owned 
hydro-electric plant. 
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of public utility securities are distributed among approximately 
1,000,000 customers. 

Local ownership not only tends to strengthen the financial 
position of a utility company, but it tends also to lessen the 
risk of undue lowering of revenues by regulatory authorities. 
A further advantage accrues from the fact that a continuous 
market for new securities of the company is afforded. Sales 
of utility securities to consumers have generally been con- 
ducted by the companies themselves with the aid of employees. 
The expenses of such sales frequently amount to less than 
bankers’ commissions. The investment banking interests, how- 
ever, favor such a movement, for it not only has the direct 
effect of stabilizing the market for public utility securities in 
general, but it is helpful to all the securities of the local com- 
pany. 

Tests of utility development: capital costs.—As previously 
suggested, the ratio of the cost of public utility properties to 
operating revenues will range between 4 to 1 and 5 to 1. 
Such measures of cost, however, lack dependability, because 
of wide variations in rates and the development of business in 
different areas. More accurate measures of cost may be had 
by referring to the standard units of operation for different 
utilities. In the case of electric railways, the mile of track 
is a unit; in the case of electric companies, the power station 
capacity; while the unit of measurement for the gas company 
is the plant capacity, or annual product. 

It is dangerous, of course, to generalize regarding the capi- 
tal costs that should apply at any time to different companies. 
Not only are such costs affected by changes in the price level, 
but conditions vary widely in different localities; customer 
density, physical characteristics, industrial development, and 
wealth, all have their effect on the capital cost of erecting a 
utility plant. With these difficulties in mind the following 
figures are suggested for what they are worth. The present 
cost of urban electric power properties will normally range 
between $250 and $450 per kilowatt of station capacity. The 
cost of constructing urban electric railway properties will nor- 
mally vary between $50,000 and $140,000 per mile of oper- 
ated track, while in the gas industry the cost of plant will range 
between $4 and $6 per thousand feet of annual sales. 
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Adequacy of facilities and extent of use.—The investor is 
not only interested in the capital costs of a particular utility, 
but in the ability of the company to furnish adequate service 
to the community and the extent to which the company’s facili- 
ties are used. In the case of an electric light and power com- 
pany, the best measure of its facilities is its power station 
capacity per 1,000 of population served. Granted that terri- 
torial requirements vary widely, the normal range of power 
station installed capacity should run between 125 and 250 
kilowatts per 1,000 inhabitants. The availability of electric 
service is measured by the ratio of meters to population. This 
ratio normally will fall between 15 and 20 meters per 100 
of population served, although in some territories the ratio 
runs as high as 25 meters. 

The best index of the extent to which an electric plant is 
used is found in the kilowatt hours generated per annum per 
capita. This ratio will vary, depending on the extent of indus- 
trial development, the rates in effect, and other factors; but 
in the average community it will run between 250 and soo. 
Power actually sold will average about 20 per cent below this 
figure. The preceding index may be supplemented by a study 
of the kilowatt hours generated per annum of kilowatt sta- 
tion capacity. In this way a check is made on the plant’s load 
factor. A normal plant will produce between 2,000 and 4,000 
kilowatt hours per kilowatt of station capacity, although some 
companies exceed 5,000. 

A similar series of tests may be made in respect to urban 
railway systems. The customary measure of railway service 
is the ratio of track mileage to population, expressed in miles 
of track per 100,000 population. The normal ratio here lies 
between 40 and 70 miles. This ratio may be checked by 
measuring the maximum number of passenger cars in regular 
operation per 100,000 of population. The ratio here will nor- 
mally fall between 70 and 120. The extent to which the terri- 
tory is served may be measured by annual car miles per 
inhabitant, the range falling between 30 and 50 per unit of 
population. ; 

The customary test by which the patronage of an electric 
railway is measured is the revenue rides per annum per capita. 
The riding habit, as this ratio is called, will range somewhat | 


. 
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less than 100 in cities of less than 25,000 population to over 
300 in the larger cities.“ 

The service rendered by a gas company is commonly meas- 
ured by determining the number of miles of main per unit of 
population served, usually in terms of 1,000 of population. 
Granted that the conditions found in different communities 
vary widely, the normal range may be said to fall between 
1.25 and 2 miles per 1,000 of population. In large cities, it is 
often necessary to convert the actual mains into the equivalent 
of 3-inch main for comparison. The number of meters per 
100 of population, indicating the service development, will 
usually lie between 12 and 24, while the normal range of gas 
consumed will lie between 3,000 and 6,000 feet per capita. 

Holding company control.—Most readers are undoubtedly 
familiar with the consolidation movement which took place 
among American railways between 1890 and 1910, and 
through which many of the smaller independent roads were 
grouped into large systems. The same type of consolidation 
has taken place in the utilities field within the past decade. As 
a result, there are to-day a relatively few large holding com- 
panies instead of innumerable small independent companies. 
This movement has, perhaps, been most pronounced in the 
electric light and power field, although the United Gas & Im- 
provement Company operates a very large number of for- 
merly independent gas companies, and the American Water 
Works & Electric Company controls a large number of private 
water companies as well as electric power companies. It is 
also true that many of the large holding companies, which 
consist primarily of electric light and power subsidiaries, also 
control local traction and gas companies. 

Some idea of the extent to which the holding company has 
been utilized in the public utility field may be had from the 
facts disclosed in a recent report of the Federal Trade Com- 
mission on Public Utility Holding Companies.*® Based on 
data for 1924 and 1925 it appears that there are at least ten 
distinct banking or management groups that control a large 





48 There is a distinct tendency for the riding habit to increase with popula- 
tion, in large cities, approaching the expression CP2, where C is a constant 
for a given city and P its population. 

49 Senate Document, No. 213, 69th Congress. 
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portion of the public utility companies of this country. These 
may be described briefly as follows: 


L 


II. 


Electric Bond and Share Group. Separated from the General 
Electric Company in 1924. Associated by stock control, 
and, in some cases, through management, with the following 
companies: 


A. American Gas & Electric Company, which had complete 
voting control of seventy-eight subsidiaries in Pennsylvania, 
New Jersey, Michigan, Illinois, Indiana, Ohio. In 1924 
gross revenues of these companies were $49,942,000. 

B. American Power & Light, which had control of forty-three 
subsidiaries in 1925, operating in the territory west of the 
Mississippi. Gross revenues of subsidaries in 1924, $33,- 
129,000. 

C. Electric Power & Light Corp., which, in 1925, had control 
of fifteen subsidaries, with 1924 gross revenues of. $19,- 
498,000. 

D. Lehigh Power Securities Corp., with forty-three subsidiaries 
in the anthracite coal regions of eastern and central Pennsyl- 
vania, with 1924 gross revenues of $15,134,000. 

E. The National Power & Light Company, with ten subsidaries 
in Texas, Arkansas, Alabama, and Tennessee, with 1924 
gross revenues of $13,336,000. 

Carolina Power & Light Co. 

. United Gas & Electric Corp., with thirty-one subsidiaries and 
thirteen leased properties, with 1924 gross revenues of 
$6,206,000. 

H. Southeastern Power & Light Co., with seventeen subsidiaries 
in 1926, operating largely in Georgia, Alabama, and Missis- 
sippi. In 1924 these subsidaries had gross revenues of 
$7,779,000. 


QQ 7 


DETAIL: 
In 1924 Electric Bond and Share Companies. 


1. Operated in twenty-nine states. 
2. Had 10 per cent of U. S. total of installed generating capacity. 
3. Had 10 per cent of U. S. total of electric energy generated. 


Stone & Webster Group. Until recently has acted largely as an 
engineering organization. Recently sponsored Engineers Public 
Service Co., in which to vest control of client companies. In 
1919 Stone & Webster, Inc., managed 115 companies in Massa- 
chusetts, Virginia, North Carolina, Georgia, Florida, Louisiana, 
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VIII. 


, IX. 
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Texas, Michigan, Missouri, Nebraska, Wyoming, Colorado, 
New Mexico, Nevada, and Washington. ‘Total investment of 
managed companies $171,000,000 in 1924. 

Byllesby Group. Controlled over 100 electric, gas, traction, and 
other companies operating in Northwestern States and Pennsyl- 
vania. (The Standard Gas and Electric, and Northern States 
Power are Byllesby companies.) In 1924 total investment of 
controlled companies was $460,000,000. 

Hoydenpyl-Hardy Group, consisting of Hoydenpyl-Hardy & 
Co., Inc., and three holding companies, the Commonwealth 
Power Corporation, the Northern Ohio Power Co., and the 
Electric Railway Securities Corp. The entire group includes 
some thirty companies with an investment in 1924 of $250,- 
000,000. , 

The Doherty and Cities Service Group. Controls approximately 
one hundred companies in sixteen states. Investment in 1924 
was $204,000,000. 

The Insull Group. This group included, in 1925, ne Common- 
wealth Edison Company of Chicago, the Public Service Co. of 
Northern Illinois, and two holding companies—the Middle West 
Utilities Co. and the Midland Utilities Co. The group con- 
trolled an investment in 1924 amounting to $668,000,000. 
North American Group. Closely associated with Electric Bond 
and Share. Holds controlling interest in electric power com- 
panies in St. Louis, Milwaukee, Cleveland, and in California, 
and large minority interests in Detroit and Washington com- 
panies. The group, in 1924, included over sixty companies with 
a total investment of $438,000,000. 

The Barstow Group. Includes some forty gas and electric com- 
panies operating in New York, New Jersey, Pennsylvania, Mary- 
land, North Carolina, South Carolina, and Florida. The prin- 
cipal holding company representing this group is the General 
Gas and Electric Corporation. The total investment in 1924 
was $73,000,000. 

The J. G. White Group. Controls some sixty companies, 
through the Associated Gas & Electric Company, which operate 
in New England, New York, Pennsylvania, West Virginia, 
Kentucky, Tennessee, and the Philippines. Investment in 1924 
was $80,000,000. 

Public Service Corporation of N. J. Group. Controls a system 
of electric plants, electric railways, bus eo and gas plants in 
New Jersey. 


Economy of operation through holding companies.—There 
are many logical grounds for the preceding development. In 
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the first place, economies in operation have been made possible. 
The central organization or parent company has been able, by 
virtue of the size of its investment, to employ skilled engineers 
and to centralize the management of subsidiaries in such a 
way as to lower overhead expenses. Furthermore, the vari- 
ous independent power units have been linked together in 
superpower systems. This has enabled the production of 
power at the most economic points and its distribution over 
wide areas, including large industrial centers. A further 
corollary to this has been a more economical utilization of 
plant. By securing a distribution of consuming areas, it has 
been possible to keep the plant operating at high capacity a 
greater number of hours of the day than is the case with a 
local plant supplying a local community. An electric generat- 
ing unit must stand ready to meet the “peak of the load.” 
The holding company, by serving industrial areas and rural 
communities with the same generating equipment and by com- 
bining electric railway service with electric power service, is 
able to get a more uniform consumption of power throughout 
the day and hence to increase its “load factor.” Furthermore, 
by combining wide areas through so-called ‘“‘superpower hook- 
ups,” the diversity factor is likewise increased. 

Banker control, facilitation of, by holding companies.— 
The holding company device has also enabled the banker to 
control a large number of companies with a relatively small 
investment of his own and to obtain on this investment a high 
percentage of return. Assume, for example, that there are 
four independent operating companies in a given area, each 
capitalized at $2,000,000, represented by $1,000,000 in bonds 
and $1,000,000 in common stock. The owner of $500,000 
of the common stock of any of the independent companies, or 
50 per cent thereof, would have effective control. A holding 
company is now formed with a capitalization of $2,000,000, 
of which $1,000,000 is nonvoting preferred stock, or bonds, 
and $1,000,000 is common stock. The preferred stock and 
49 per cent of the common stock is sold to the public; the other 
51 per cent is held by the banker, who, it may be assumed, 
puts in $510,000 of his own money. The $2,000,000 so ob- 
tained is then used to acquire 50 per cent of the common stock 
of each independent company.® This gives the holding com- 


50No effort is made here to adjust the prices of the various securities to 
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pany control of each of the operating companies with com- 
bined assets of $8,000,000. The banker, on the other hand, 
with 51 per cent of the common stock of the holding com- 
pany, has control of it, and, therefore, controls the entire 
group of companies with only $510,000 cash investment. In 
practice, this method of control is carried even further and 
the purchase of the stock of operating companies is frequently 
obtained by the sale of collateral trust bonds, at fixed rates of 
interest, or by preferred stocks with limited dividend rates. 
This, of course, throws the balance of earnings, above the 
bond interest or preferred dividend requirements, over to the 
common stock equity of the holding company. 

There are, indeed, obvious dangers from overextension 
through the device of the holding company. In the first place, 
pyramiding may go on to a point where the controlling bank- 
ers have only a small investment of their own in the properties. 
Management without financial responsibility may or may not 
be conservative. Another element of danger is found in the 
position of the bonds and preferred stocks of the holding com- 
pany which has overextended operations. Such securities are 
ordinarily classed as investments, yet they are often so far re- 
moved from the actual operating properties as to be highly 
speculative. The extension of holding companies has also 
been furthered by purchasing operating companies at. ap-— 
parently high prices. Whether the economies of centralization 
can overcome the additional capital costs incurred through 
such purchases time alone will tell. In any event, the pace at 
which holding companies in this field have recently expanded 
warrants the exercise of some caution in purchasing their secu- 
rities. 

Difficulty of analyzing holding companies.—The holding 
company also presents problems of analysis to the investor. 
Not only are the accounts of holding companies sometimes 
furnished in such a way as to cover up many of the points 
necessary for accurate analysis, but even where full informa- 


a reasonable and practical situation, as the main purpose is to explain the use 
of holding companies to concentrate the control of a number of independent 
companies in the hands of an individual by means of a small investment. 

51 An excellent attack on the extension of the holding company in the public 


utility field may be found in Ripley, William Z., “Main Street and Wall 
Street,” 1927. 
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tion is given it is often very complex. The larger companies 
furnish various services, such as electric light and power, 
electric railway transportation, gas, and water. Operations 
are also carried on over wide and diversified areas that are 
subject to territorial variations and different population 
densities. The profits of the holding company are also hard 
to define. They may be derived from dividends received from 
participation in subsidiary earnings on the basis of stock held, 
from furnishing service to subsidiaries, and from the purchase 
and sale of stocks. There is also the difficulty of determining 
exactly what equities precede the obligations of the holding 
company and the order of precedence. 

Position of public utilities as investments.—Despite the 
objections that may be raised against the extension of the hold- 
ing company, public utility securities as a class must be ac- 
corded a high investment standing. ‘There are exceptions, to 
be sure, notably in the electric railway industry; but on the 
whole, the record of public utilities has been most favorable. 

The stability of utility investments arises partly from the 
nature of the industry and partly from the existence of public 
control. The fact that public utilities frequently operate un- 
der monopoly conditions eliminates many of the hazards of 
competition which encompass the ordinary industrial. Fur- 
thermore, utilities operate with a minimum of investment in 
inventories, a fact which enables them to escape the dangers 
of inventory fluctuation.** The credit risk, with the somewhat 
analogous danger of order cancellation, is lacking in the pub- 
lic industry, a further reason for stability in earning power. 
Consumers are either required to pay cash, as in the case of 
electric railways, or else are rendered monthly statements 
which must be promptly paid, otherwise service will be discon- 
tinued. Finally, the necessity of the service which they render 
enables utilities accurately to gauge demand over a period of 
years and to plan extensions in an intelligent manner. 

In view of the stability of high grade public utility secu- 
rities as investments, it is but natural that there should be a 
growing movement among state legislatures to legalize the 
bonds of high grade public utilities as investments for savings 





52 See Annalist, October 22, 1926, p. 531, Littleton, A. C., “The Current Ratio 
in Prosperity and Depression—Utilities Show Great Stability.” 
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banks and trust companies. As early as 1916 the Investment 
Bankers Association actively sponsored a uniform savings 
bank law designed to legalize investments in public utility 
bonds.** In 1926, some ten states had so legalized public 
utility investments in one form or another, including Massa- 
chusetts, Connecticut, and New Jersey.™ 

The yield on public utility bonds during the past twenty 
years has averaged from 1 to 1% per cent higher than the 
yield on high grade municipal and railroad bonds. There is 
a distinct tendency now for this differential to grow less. At 
the present time (1928) the differential between high grade 
rails and public utilities is less than one-half of 1 per cent. 
The growing popularity of utility bonds as investments, crys- 
tallization of ideas on commission control, and a growth in the 
number of states legalizing public utility bonds for trust fund 
and savings banks investments have been responsible for this 
tendency. It is not improbable that this spread will ultimately 
disappear. 


53 Bulletin Investment Bankers Association of America, Vol. V, No. 2. It is 
interesting to note the prerequisites here proposed in. respect to the selection 
of legal public utility bonds. In substance these may be described as follows: 


1. It is assumed that gross property values will normally be between 4 and 
5 times gross revenues. 

2. On this basis, assuming a normal operating ratio of between 50 and 60 per 
cent, charges should range between 23 and 30 per cent of gross. 

3. Net earnings should be 134 times charges. 

4. The company should have at least $500,000 gross earnings, except in the 
case of telephone companies, where the gross should be $1,500,000. 

5. Not more than ro per cent of gross should be obtained from one customer. 

6. Franchises should be satisfactory. 

7. Investments should be limited to operating companies. 

8. Securities should be a direct lien upon property, except where collateral 
consists of an issue of first mortgage bonds. 


54 A bill presented to the New York Legislature, February, 1926, designed 
to make the securities of telephone, electric light and power, and gas companies 
legal investments for savings banks in the state of New York passed the lower 
house but lapsed in the Senate. There is renewed agitation for the passage 
of a similar bill, 


CHAPTER XVI 


INVESTMENT CONSIDERATION OF SPECIAL 
CYASSES OF UTILITIES 


On account of the wide differences found among the various 
types of public utilities, such as electric light and power, gas, 
telephone and telegraph, water, and electric railway compa- 
nies, it will be necessary to devote some independent discussion 
to each of the more important of these groups in developing 
the subject of investment analysis as applied to utilities. 


Electric Light and Power Securities 


Recent growth.—We will first consider electric light and 
power companies. The growth of this industry has indeed 
been one of the outstanding phenomena of the present cen- 
tury. Some idea of the magnitude of this development may 
be had by reference to certain pertinent statistics regarding 
the industry. At the beginning of 1902 capital invested 
therein stood at $639,125,363; it is estimated that on January 
I, 1927, capital invested stood at $8,400,000,000. Combined 
gross revenues of central stations amounted to $85,700,000 
in 1902, whereas in 1926 gross revenues are estimated to have 
reached a total of $1,673,200,000. Power generated in 1902 
amounted to 2,507,051,115 kilowatt hours; in 1926 69,158,- 
114,000 kilowatt hours were generated.t’ These figures might 
be supplemented at length by others which would serve only 
to support the idea already conveyed that this industry has 
enjoyed an exceptionally prosperous career during the past 
quarter century. 





1Bonbright Survey, “Electric Power and Light Companies of the United 
States” (4th ed.), 1927, p. iv. The last census of electrical industries was 
taken in 1922. Subsequent figures are necessarily estimates, but are sufficiently 
accurate to show the general tendency of growth. 
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Causes for recent development.—The principal causes for 
this growth are already familiar to most of us. Electricity 
has rapidly supplanted gas and kerosene as a means of resi- 
dential illumination, not only because of its greater conven- 
ience, but because of greater safety and economy. Industrial 
uses for electricity have likewise been widely extended. Many 
manufacturing concerns that formerly operated their own in- 
dependent power plants have found it more economical to 
abandon these and to purchase electric power from central 
stations.” Industrial use of power has been further acceler- 
ated by the ease with which individual motors can be connected 
directly with the operating machines in a factory. In this way 
electric energy is transmitted through the plant by means of 
wires and transformed into effective driving power directly at 
the machine. The use of cumbersome belts and shafting, with 
consequent loss of power through friction, is thus eliminated. 

The domestic uses for electric power are also being rapidly 
developed. The modern housewife to-day does a large por- 
tion of her work by electricity. The washing machine, the 
vacuum cleaner, the electric refrigerator, electric percolators, 
flatirons, and ironers are some of the more common household 
devices requiring electric current. The development of the 
radio industry has likewise increased the use of electrical cur- 
rent. 

Despite the phenomenal growth that has already taken 
place in the electric light and power field, it appears that the 
industry has by no means reached its limit of expansion. 
Quite independent of the normal development that may be ex- 
pected to take place as population increases, it can hardly be 
assumed that the per capita consumption of electricity has 
reached its limit. At present it is estimated that only 65 per 
cent of the industrial power load is electrically generated while 
less than 43 per cent of the population of the United States 
live in electrically lighted dwellings. Furthermore, 88 per 
cent of the 6,000,000 farms in the United States are yet with- 
out electricity. There is also an opportunity for extensive 





2It is estimated that in 1904 more than 72 per cent of the electric energy 
consumed by industrial companies of the United States was generated in their 
own plants. In 1920 only about 39 per cent came from such private generating 
plants. Bonbright & Co., “Public Utility Points” (4th ed.), p. 2. 

3 Bonbright & Co., “Public Utility Points” (4th ed.), p. 2. 
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electrification of railroads, while there are great possibilities in 
the future development of the moving picture and of electric 
display signs. Prospective growth has an important bearing 
upon the future investment status of these enterprises. 

Stability of earnings in electric light and power invest- 
ment.—From the standpoint of stability of earnings, the 
electric light and power industry is especially favorable to the 
investor. The annual combined gross revenues of central 
stations have never, since the beginning of the industry, shown 
a decline.* It is further interesting to note that the chances 
of default are especially low among electric light and power 
securities. As previously suggested, for a period of thirty 
years prior to the World War the risk of receivership per 
$100 of securities outstanding for industrial concerns was 
$2.07; for railroads, $1.84; and for public utilities, $0.37. 
On January f, 1922, it was estimated that there were out- 
standing in railroad bonds and junior securities $11,931,000,- 
000, of which $101,117,600 were in default. At the same 
time there were outstanding $2,592,000,000 electric light and 
power obligations, of which but $3,690,000 were in default. At 
this time, therefore, .85 of 1 per cent of railroad securities 
were in default as compared with only .o14 of 1 per cent of 
power and light securities.® 

Operating companies distinguished from holding compa- 
nies.—In any analysis of the investment status of electric light 
and power companies, we must first distinguish between oper- 
ating companies and holding companies. In the latter case, 





4Bonbright Survey, “Gross Revenues of Central Stations” (4th ed.), 1927, 


Gross Gross 

Year Revenues Year Revenues 

LOLS Me ease ite cee $3 14,000,000 LOZOW are anita enn S $ 882,750,000 
TOPY Ul oo. coltonE Damo vObO edt 336,980,000 OP gonoode sancoaolOae 994,400,000 
MONG (Aon eeEGoscanec Baus, 360,000,000 PSI Tig Ort O15 0.6 Os Bi 1,072,120,000 
MON Be oS ootoneeoone doe 436,000,000 OPI a Sick ddd Ob orgie bens 1,269,5 50,000 
"OMG Ac catosougs onan 526,894,000 NOONE Jods paaseonaa abe 1,354,570,000 
PORE 6 6 ato G08 Bont bos be 664,850,000 LOZ SORT acl ferttarncalci kts I, 506,000,000 
GE OSA RAEN Cob Gol aga 773,650,000 IMVAS So omns OVE DOD Age 1,67 3,200,000 


5 Studies of Pennsylvania Committee on Public Utility Information. In the 
year ended November 1, 1926, the total of all public utility bonds in default, 
including gas, electric light and power, and traction bonds, amounted to $129,- 
098,000. Most of the bonds in default at this time were traction bonds. Wall 
Street Journal, December 1, 1926. 
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it is frequently impossible to get all the specific information 
necessary to make as detailed an analysis as is desirable. Par- 
ticularly is it true that the presence of gas, electric railway, 
hydroelectric, and steam generating plants, all under control 
of the same holding company, makes it impossible to use the 
same unit basis for comparative purposes as is sometimes pos- 
sible in the case of individually operated companies.° There 
is, in fact, a wide difference between operating companies and 
holding companies, so far as investment analysis is concerned. 
Our first attention will be given to the analysis of operating 
companies, that is, to those concerns which operate directly 
the properties they own, as opposed to the holding company, 
which controls a group of subsidiary operating companies. 

Further classification of operating companies: Steam ver- 
sus Hydroelectric Generation.—Even in the case of independ- 
ently operated electric companies it is necessary properly to 
classify the company which it is desired to analyze before the 
statistics available have real significance. Indeed, such classi- 
fication is the first step in any analysis of electric light and 
power companies and may be given more than passing atten- 
tion at this time. The first classification generally made is 
according to the method of generation. There are, for in- 
stance, hydroelectric, steam generating, and combined hydro- 
electric and steam generating plants. The operating expenses 
of hydroelectric plants are naturally very much lower than are 
those of steam generating plants. In the former case 
the cost’ of fuel and the attendant labor connected with 
handling it are avoided. On the other hand, it usually costs 
from two to four times as much to build a hydroelectric plant 
as it does to build a steam plant with equal capacity. Thus, 
while the operating expenses of a hydroelectric plant are 
appreciably lower, investment carrying charges, interest, taxes, 
and depreciation are decidedly higher. 

There are other cost factors in hydroelectric generation 
which must be kept in mind. Frequently the source of the 
water power is far removed from the consuming area, a fact 
which requires the transmission of current over a considerable 





See also page gos, for other difficulties of analysis. The problem will 
become clearer, perhaps, after the student has read the subsequent section on 
holding company analysis. 
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distance. This means a loss in power, and a further invest- 
ment of funds in transmission lines. Furthermore, companies 
relying on water power usually find that there is a wide differ- 
ence between the power furnished at different seasons of the 
year.. For this reason the hydroelectric plant is frequently 
supplemented by a steam plant which can carry the load during 
periods when water power is insufficient. Such additional in- 
vestment, while necessary, is frequently unprofitable, because 
itis used for only a relatively short time during the year. 
When one considers the improved efficiency of steam generat- 
ing equipment, whereby the consumption of coal per kilowatt 
hour has been reduced from twelve to two or three pounds, 
the present advantages favor the modern steam plant as a low 
cost, steady producer.’ 

There are, on the other hand, a few exceptional locations 
where hydroelectric stations can be built and operated eco- 
nomically. Furthermore, the hydroelectric station is often 
used economically in super-power areas, or by large holding 
companies, where it is combined with steam stations. Under 
such systems, power is normally distributed over wide areas 
and the power generated by a hydroelectric unit can be utilized 
without heavy additional transmission investment by combin- 
ing it with steam generating plants, which means a pooling of 
needs for auxiliary steam generation. Under such conditions, 
also, the disadvantages arising from variations in the amount 
of water power furnished are likewise minimized.® 

Classification—Another basis for classifying electric light 
and power companies is according to the disposition of product. 
Some plants merely generate power and dispose of this on 
a wholesale basis to distributing companies. It is becoming 
increasingly common, in financing extensions to existing prop- 
erties, to organize a separate company whose only business is 
the manufacture of power. Such a company does its own 
independent financing and, when completed, either leases its 
property to a distributing company or contracts with one or 


—— 





T See “Proceedings,” National Electric Light Association, Vol. 81, 1924, “Report 
of Rural Electric Service Committee,’ Appendix A, p. 66ff. 

8 On March 1, 1925, it was estimated that of our total minimum potential 
water power, which amounted to 34,818,000 horse power, but 30 per cent, or 
10,400,000 horse power, was developed. 
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more of the distributing companies to take its entire output.? 
In other cases there are companies, such as the New York & 
Queens Electric Light & Power Company, which do almost no 
manufacturing, but purchase their power from other compa- 
nies and retail it. The great majority of electric power and 
light companies, however, do both types of business, owning, 
as they do, both generating and distributing facilities. 

‘It would, of course, be possible to continue a discussion of 
the different methods of classification still further. We might, 
for instance, classify utilities according to the nature of the 
territory they serve, according to the types of customers to 
which they furnish power, or according to the nature of their 
capital structure. Yet too exhaustive a plan for classification 
tends only to confuse the problem in the mind of the investor. 
Therefore, only the more important bases of differentiation 
have been presented. 

Analysis by use of ratios.—The first type of individual com- 
pany to be analyzed is the more or less independent operating 
company. The analysis will be facilitated by the study of cer- 
tain significant ratios with respect to efficiency, operation, or 
capitalization, by which one company may be compared with 
other similar companies. The problem as it presents itself 
here is not unlike that which existed in connection with certain 
groups of industrials. Operating conditions are sufhciently 
similar throughout the field to permit the use of ‘‘common 
denominators,” by which the figures of various companies may 
be reduced to standard ratios for purposes of comparison. 

Capitalization and kilowatt capacity.—Let us consider first 
the matter of capitalization and kilowatt capacity. It is at 
once apparent that the kilowatt capacity of a plant represents 
the rate at which energy can be generated and indicates the 





® Among the more important of such generating companies may be listed: 
Public Service Electric Power Co. 
Wisconsin Electric Power Co. 
Ohio River Edison. 
Union Electric Light & Power of Illinois, 
Montauk Electric Co. 
Middle West Power Co. 
Indiana Electric Corp. 
Metropolitan Power Co. 
New Jersey Power Corp. 
Kentucky Hydroelectric Co. 
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amount of energy which the plant is capable of generating. 
Since electric energy is its stock in trade the maximum of gross 
revenues it can produce will depend on its possible output. It 
is further evident that the lower the capitalization of a given 
plant in relation to possible output, the more favorable the 
situation, other things being equal. The combined generating 
capacity of eighty-four power and light companies at the close 
of 1923 was 10,394,000 kilowatts, whereas the total combined 
capitalization of these companies was $3,151,018,000. The 
average capitalization per kilowatt of generating capacity was 
thus about $303. The combined gross revenues of these eighty- 
four companies was $645,391,000. In other words, combined 
capitalization was approximately five times gross revenues.” 

We may accept as reasonably correct the statement that the 
cost of urban electric power properties, under conditions now 
existing (1928), will range from $250 to $350 per kilowatt 
of rated generating capacity. The lower limit will be ap- 
proached in smaller cities, where the business is reasonably 
compact, and where no elaborate underground distribution is 
required. In larger communities, where expensive under- 
ground transmission and substations are required, the upper 
limit will be reached. In other localities requiring an unusually 
complicated system or in sparsely settled outlying territory 
the unit cost may exceed the upper limit by a considerable 
margin. 

The customary distribution of this aggregate investment 
over the various items involved is shown in the following 


table:** 
Normal Range 


Class of Property of Percentage 
Power Station ...... iat AE sea eR RMON ere ore 40 to 50 
shransmission: VinessandesubstatlonSen acess scree. clelcie a < o to 10 
Distribution: systems | © verheadien sca) acvetryeiriel «ole oslo cera) o-- 20 to 35 
Distribution) System) Underground sie occ ole ool so es o to 20 
Service Connections, and Meters...........-.s00..000.0% 12 to 18 
Miscellaneous Buildings and Equipment................ OBR ey WG 


Station and distribution facilities——The distinction between 
investment in station and in distribution facilities is an impor- 
tant one. Whereas it is true that the service actually sold by 





10 Bonbright & Co., “A Study of Power and Light Investment,” 1924. 
11 Nash, “The Economics of Public Utilities,” p. 316, 1925, McGraw-Hill Co., 


New York. 
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electric light and power plants is kilowatt hours produced and 
delivered, nevertheless, it is also true that a company which 
serves a densely populated area can produce and sell a given 
amount of current with a lower investment in transmission 
equipment than can a company which serves a sparsely in- 
habited area. The production and delivery cost is higher in 
the latter case than in the former. For this reason, it is to the 
advantage of the company to minimize its investment in trans- 
mission lines as compared with investment in plant generating 
capacity. No set rules can be laid down as to what constitutes 
the proper proportion of total investment that should be al- 
located to plant and transmission, although it is generally 
accepted that, in an average case, the plant investment does 
about equal distribution investment. The relation between in- 
vestment and the extent of business for Massachusetts com- 
panies in 1915 is shown in the following table: ” 


INVESTMENT AND EXTENT OF BUSINESS, 1915 


(Massachusetts Companies) 


Average per Plant Municipal Private 
Gas Ionideatarlosts ua onan acoododmooud0G0090090 de bia. se 171,990 310,840 
Station a nvestmen terrier riser ieee orient 97,138 150,999 
Distributions investment memes ere rerer- 74,852 159,841 
KilowatesGapacityaerer ermine ttre rr 951 1,366 
Averagelkwetper Dy mamostie tic yt ene oie leberste orn ot ors ts 269 314 
Gurrent.Delivereda( kwael)neetieeeecieerieecrec rer 881,914 1,437,544 
Length of Streets with Overhead (miles)........... qi. 55-9 
Penpth ofealleWiness (miles) eerectertserisetettt ee telstra 174 256.1 
Lenethvote Conduitse-eiricte sinners steht mmne veer eet 21.1 
Weneth of Cables ina Conduitss (niles) ernyeett teri een 123.3 
INumbersotestrec ta lea mips crercracntatrstteeteretetetet stele er iere iat. 673 677 
INE se Wied Lyn so coagaadsbes coobadooosBooeneao” 1,355 2,655 
Number ots Customenrss ett netlist 1,063 15377 
Apenor sstationml nits (years) ermerrte ert eter terior 9.1 7.6 


That is, the average company should not be required to in- 
vest much more than one dollar in distributive facilities for 
each dollar invested in station equipment. 

Per customer and per capita investment.—The capital in- 
vestment of an electric light and power cormpany may be 
reduced to a “per customer” and a “per capita’”’ basis for pur- 
poses of investment analysis by dividing the capital investment 





12From “The Results of Municipal Electric Lighting in Massachusetts,” p. 
160, by Edmond E. Lincoln, 1918. 
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of the company by the number of customers actually connected, 
and by the population of the area served. ‘‘Per capita invest- 
ment” (which is the latter ratio) furnishes rather general in- 
formation only when used alone. -When used with “per 
customer”’ investment it is more illuminating. For example, 
the fact that “per capita’ investment has been increasing 
indicates, (1) more customers per unit of population, (2) 
larger utilization per customer, or (3) both. Increased “per 
capita” investment, however, does not indicate which of these 
factors is effective, nor the degree of effectiveness. By com- 
paring “per capita” investment with “per customer” invest- 
ment, however, it is possible to draw further deductions. 
Thus, if both “per capita” investment and “per customer”’ in- 
vestment have increased, all of the “per capita” increase cannot 
be accounted for by an increase in the number of customers. 
If the “per customer” increase in investment is greater propor- 
tionately than “per capita” increase in investment, the factor 
of increased utilization has played a larger part than if “per 
customer” increase in investment had been less proportionately 
than the increase in “per capita’’ investment. 

The use of these two ratios may be effective also in gauging 
the future development of a company, although care must be 
used in such an analysis. Thus, if the “per capita’ investment 
of a company shows a rapid increase, this may indicate that 
the company will, in the near future, be in a position to increase 
the number of users (or customers) with a less than propor- 
tionate investment “per new customer.’’ On the other hand, 
after an initial program of development has been carried out, 
during which “per capita” and “per customer” investment both 
increase, the former ratio may remain more or less constant 
while per customer investment decreases. This results from 
the conversion of potential customers to actual customers. 
Finally it may happen, after intensive development of the area, 
that it is necessary to increase “per capita’’ investment without 
a corresponding decrease in “per customer” investment, on 
account of the greater use of facilities made by existing cus- 
tomers. In any analysis of this kind, however, it is necessary 
to consider the nature of the demands placed on the company 
by its customers, the manner in which the load factor is 
affected, and the extent to which the diversity factor is 
changed. 
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Operating ratios.—The significance of operating ratios is 
much the same here as in the case of industrials, except that 
there is likely to be a somewhat greater difference in this ratio 
among different public utility companies than is the case with 
industrials. In the first place, there is usually a wide difference 
between the operating ratios of hydroelectric companies and 
steam generating companies. A ratio of from 40 to 60 per 
cent is probably the normal ratio for the former class, although 
in some cases, especially where the company sells its current 
largely at wholesale, its operating ratio may be under the sug- 
gested limits. Steam generating plants, on the other hand, 
normally have a somewhat higher ratio, ranging from 60 to 
7s per cent, although the question whether the company sells 
its product at wholesale or retail will again affect the ratio. 
Companies which do largely a wholesale business naturally 
have the lower ratios. 

Capital structures, earnings, and charges.—While hydro- 
electric companies have lower operating ratios than do steam 
generating companies they will, on the other hand, have a 
heavier capital investment and correspondingly heavier fixed 
charges. Many of the hydroelectric companies, in fact, do a 
considerable portion of their financing by bonds, a situation 
that is partially warranted, at least, by the heavier investment 
in fixed assets. The amount of bonds outstanding determines 
the interest charges of the company. It is always of great 
importance to compare these interest charges with earnings 
available for interest payments in analyzing the investment 
status of the bonds of a particular company. It is customary 
for the investor to expect the company to have earned its 
interest charges at least two times. A bond on which interest 
is not at least twice earned in all probability would be con- 
sidered somewhat speculative. Some of the stronger com- 
panies, on the other hand, earn their interest charges from at 
least 2%4 to 3 times. 

The relation of bonded debt to assets is closely correlated 
with the safety factor of a bond as measured by earning 
capacity. In a field where there is as close a relationship be- 
tween normal earning power and assets as is found in the 
public utility field, one may safely assume that.a bond on which 
interest is earned at least twice should likewise be secured by 
assets at least equal to twice the amount of bonds outstanding. 
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That is, the company should not be bonded substantially in 
excess of 50 per cent of the value of its plant. 

The same comparison that is made in reference to earnings 
and fixed charges may be made in reference to earnings avail- 
able and preferred dividend requirements. A preferred stock 
is not, as a rule, regarded as conservative, unless preferred 
dividend requirements are at least twice earned, preferably 
more. An interesting problem involving the relation of earn- 
ings and preferred dividend requirements arises out of the use 
of consolidated income accounts in connection with holding 
companies.”* 

Earnings per share of common stock.—It is impossible to 
say what a company should earn per share on its common 
stock, because the capital structures of companies vary widely. 
It is a fact, however, that a fairly definite relationship exists 
between the market prices of common stocks of utility com- 
panies and per share earnings at any given time. We may 
lay down the broad rule that the stock of an electric light and 
power company, unless influenced by special considerations, 
such as merger possibilities, normally, will sell at a price 
between 12 and 18 times earnings per share after depreciation, 
or approximately 12 times earnings per share before de- 
preciation.** 

Merger possibilities in electric light and power field.— 
There are other factors of less definite character that should 
be taken into account when investing in the securities of electric 
light and power companies. Consider first the question of 
merger possibilities. As already mentioned, the past decade 
has witnessed a distinct tendency toward the formation of 
large holding companies among utilities. Independent concerns 
have been merged into, or consolidated through, small holding 
companies, which, in turn, have been acquired by still larger 
companies. Frequently the acquisition is effected by the ex- 








13 See p. 413, following. 

14 This statement applies to the present market conditions during the first 
half of 1928. It is impossible to make a categorical statement of this kind to 
apply for all times. It is an easy matter, however, to determine at any time 
what the average ratio should be and, with such ratios in mind, the investor 
has a rule-of-thumb method for testing the value of common stocks. For a 
detailed study of the relation between earnings and market value of the com- 
mon stocks of holding companies see p. 416, following. 
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change of the stock of the holding company for the stocks of 
the merged company on an attractive basis. In this operation 
it is impossible for the holding company to go into the market 
and bid for the stock. Such a policy would result in a highly 
inflated price. Accordingly, the holding company generally 
negotiates quietly with several of the large holders of the stock _ 
of the company to be acquired and a price, or ratio of ex- 
change, is agreed upon satisfactory to all. Thereupon an offer 
is made to all the stockholders of the independent company 
to the effect that its shares will be purchased, or exchanged 
for stock of the holding company, on certain specified terms. 
The final consummation of the offer is usually contingent on 
a certain per cent of the common holders assenting to the plan 
by depositing their stock with a depositary. It frequently hap- 
pens that the holding company is willing to pay considerably 
more for the stock of the acquired company than it would 
normally bring on the market.** 

The nature of the territory served, the present stage of its 
development, and the opportunities for future development 
are other matters of importance to the investor. Especially 
is it desirable to avoid investment in localities that are decadent 
or on the decline. On the other hand, communities that are 
rapidly expanding offer rather exceptional opportunities to the 
investor in public utilities. The utilities serving such areas are 
able profitably to employ surplus earnings in extensions to 
plant. Also such further additions and extensions as are 
needed may be financed wholly or partly by bonds on which 
a rate of interest of 5 or 6 per cent only is paid. If the utility 
is able to earn 8 per cent on the fair value of its property, 
the earnings of the common stock are correspondingly in- 





15 Our recent financial history abotinds in examples of this kind. The reader, 
however, is referred particularly to the acquisition of the entire common stock 
of the Mississippi River Power Company by the North American Company 
through exchange of 12/3 shares of the latter for each share of the former. 
Those holders desiring to receive cash had the option of taking $100 cash 
instead of the stock of the North American Company, Commercial and Financia! 
Chronicle, Vol. 121, 1909. The common stock of the Mississippi River Power 
Company sold as low as $37 a share in 1925 before the talk of a merger. This 
example, as well as many others that are readily available, shows the possi- 
bilities of profit through merger with a larger company. It is this fact that holds 


ue stocks of some companies above the prices at which, normally, they would 
sell. 
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creased. In still other cases valuable rights are given to stock- 
holders permitting subscription to additional stock at less than 
the current market price. 

Analysis of holding companies more complex.*°—Analysis 
of individual operating companies is simpler by far than that 
of the holding company with a complex capital structure and 
consisting of a group of more or less heterogeneous operating 
companies, some steam generating, some hydroelectric, others 
engaged in the manufacture of gas, and still others, in furnish- 
ing electric transportation. The fact that nearly all holding 
companies are composed of operating companies of a widely 
diverse character makes it impossible to go beyond a financial 
analysis thereof. At least the average investor, who does not 
have at his disposal all the data respecting the individual com- 
panies, must content himself with an analysis based largely upon 
the combined or consolidated accounts of the holding company. 

Analyzing holding company investments.—The significance 
of consolidated accounts in analyzing holding company invest- 
ments leads first to a brief discussion of consolidated state- 
ments and their significance to the investor. The purpose of 
the consolidated statement is to show the combined assets and 
liabilities and the operating results of a group of companies. 
The process of consolidation, therefore, consists of combining 
the asset and the liability accounts of all the companies of the 
group into one balance sheet, and of doing the same thing 
with the income accounts, eliminating in both cases all inter- 
company items. 

Suppose, for example, that we have two companies, A and 
B, of whose common stock go per cent in each case is owned 
by holding company H. The independent statements of all 
three companies we will assume to be as follows: 





16 Holding companies are discussed under the general heading, “Electric 
Light and Power Securities.” Most holding companies in the public utility 
field consist largely of electric light and power companies, with subsidiaries in 
other fields in the minority. 
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BALANCE SHEET COMPANY A 


Assets Liabilities 
Plant and Equipment...... $500,000 GapitaleStocksemesmce ani: $500,000 
Iniv.entoriess sac ae eet 200,000 Accounts mayable esac, ee. 250,000 
Accounts Receivable ...... 250, COONAN SUMP LUS Ws etctstelote <teletels\ctctehere 250,000 
Cashpitccns pages eo terts tags « 50,000 
$1,000,000 $1,000,000 


BALANCE SHEET COMPANY B 


Assets Liabilities 
Plant and Equipment....... $700,000 Common Stock ............ $300,000 
Inventories, c1.Sois- de peaieee 200,000un sbreterreduStock a7, olin 300,000 
Accounts Receivable ....... TOO,0COM mB ONdSUO Vom ate eer 300,000 
Gashitn sna cclicie certo ots 200,000 Accounts Payable ......... 150,000f 
Surplus [3 u. Sod sotok. tee 150,000 
$1,200,000 $1,200,000 


BALANCE SHEET COMPANY H 


Assets Liabilities 
Investmentss: 7 ..se hoes $720,000 Common Stock ............. $400,000 
Accounts Receivable ...... 180,000f Preferred Stock 6% ........ 300,000 
Cash 2earee ae Cert coe 250,000 Bondsw6io tidenice seiasseians 300,000 
Accounts) Payable o...ee- 100,000 
Surcplus*.qcor ate once 50,000 
$1,150,000 $1,150,000 





* Includes $50,000 owed to it by B. 

¥ Includes $50,000 owed to holding company H. 

t Includes $50,000 owed tc A. 

§ Includes $450,000 common stock of A and $270,000 common stock of B, both carried 
at par. The balance of this stock is owned by the public. 

f Includes $50,000 owed by 
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It is now desired to consolidate these statements and to 
eliminate all intercompany items.’’ We shall start first with 
the capital structure of the holding company as shown by the 
combined statement. Our effort here is to state what stocks 
and bonds are owned by the public. This we find to be as 
follows: 


Common =sStockt of Hees see aac ct rie ener $400,000 
Prererredestockt or. Tlsees.c..comenteel uses Sale 300,000 
Bond's ¥ohOH eS Fee eet cee Sausoctls erates teks tere oe 300,000 
Bonds Of Bim. SAt tee eit wae cies a Mek eects ce 300,000 
Preterred@Stock)ofa Be tea me series akoowmes 300,000 


Common Stock of A and B Held by Public.. 80,000 





17 The mechanics of this operation may be illustrated by telescoping the three 
statements and eliminating intercompany items in the following manner: 


Amount 
Eliminate at Which 
Intercompany Carried as Con- 
Assets Items solidated B.S. 
Plant and Equipment A 500,000 
B 700,000 $1,200,000 
Inyentoriesiy tan .voe!Wecciel-rs a A 200,000 
B 200,000 400,000 * 
Receiviablesicsasisccitectotn oi A 250,000 $50,000 
B 100,000 
H 180,000 50,000 430,000 
(CHG OW apisan oceania Galte Sacco A 50,000 
B 200,000 
H 250,000 500,000 
Dnvestmentsir rts eer cpasteiate H 720,000 720,000 
Liabilities $2,530,000 
CapitaluStockiater seat st: A $500,000 450,000 
B 300,000 270,000 $80,000 
H 400,000 400,000 
Surplusmimor iar -terrcrernce oitoks A 250,000 
B 150,000 
H 50,000 450,000 
Preferred Stock .......... B 300,000 , 300,000 
H 300,000 300,000 
IBOUdS a. irra a cenelelerenreter ere othe B 300,000 300,000 
H 300,000 300,000 
Accounts Payable ......... A 250,000 50,000 
B 150,000 50,000 
H 100,000 400,000 


$2,530,000 
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We may proceed by combining the asset accounts and liabilities 
of the consolidated group, as well as by restating its capital 


structure in the customary form, and somewhat as follows: 


COMBINED OR CONSOLIDATED BALANCE SHEET, COMPANY H 


Plant and Equipment .... $1,200,000 Preferred Stock 6% ....... $300,000 
Inventoriess.,.-.-seeeen ees 400,000 Common eStock ia. ere scareve sae 400,000 
Accounts Receivable ..... 430;,000% ~Bonds'givese shee assy 300,000 
Cashs.c<ctreniueetae eccrc« 500,000 Bonds of Subsidiaries in 

in Hands of Public...... 300,000 


Subsidiary Preferred Stocks 300,000 
Common Stocks of Subsidi- 
aries in Hands of Public 80,ooof 


Accounts Payable ......... 400,000 
Surplusae camantrsctee tie epee 450,000 
$2,530,000 $2;539;000 


* We have here excluded $50,000 owed A by B and $50,000 owed H by A. 

¥ Common stocks of subsidiaries in hands of public are here carried at par. The 
actual interest of the subsidaries in the assets of the holding company is in excess of 
this, for the $80,000 of stock so held carries a participation in surplus. Thus, if the book 
value at acquisition had been par and the holding company acquired this interest at par, 
then the minority interest in surplus since acquisition is $40,000. Thus we might have 
stated minority interest as follows: 


Minority interest in subsidiaries represented by 800 shares..--+........ $120,000 


a6 which case surplus would have been carried at $410,000 in the consolidated balance 
sheet. 

t We have here excluded the two items referred to under *. As a result of this 
process we are able to show the composite situation as it affects an outside investor. 
We have shown only the actual assets of the group of companies and the manner in which 
participation therein is accorded. This has been done by the complete elimination of all 
intercompany items, such as debts owed entirely within the group, or such as capital 
stock of the subsidiaries owned by H. 


Consolidation of income accounts.—The process of con- 
solidating the income accounts of these concerns is affected in 
much the same way. Let us proceed on the assumption that 
the independent income accounts of the three companies for 
the year ended December 31, 1925, were as follows: 





COMPANY A COMPANY B 

Gross Revenues ........... $150,000 * Gross Revenues ............ $180,000 
Operating Expenses ........ 100,000 Operating Expenses ........ 110,000 
NetaBanrnings sr. scence ee: $ 50,000 Available for Charges ..... $ 70,000 
Dividends 5% on Stock..... 25,000 Interest on Bonds .......... 18,000 
Surplus) for sYear eee $) 25,0005) Net Eatniags «15. 244a0ne $ 52,000 
———— _ Dividends on Preferred .... 21,000 

5% Dividends on.Common.. 20,000 


Surplusetora vicars eee $ 11,000 
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INCOME ACCOUNT FOR H 


Dividends and Interest Received ........... $40, 500* 
Miscellaneous Expenses .............0-.-20+: 2,000 





Available for Interest and Dividends.... $38,500 








6Vor On DOGS: Meester dere cat cake ree sree 18,000 

$20, 500 
6% Dividends on Preferred............. 18,000 
Balance for Common and Surplus....... $ 2,500 
PerasShares Commons. acta cere tee $ 62% 


* Including $22,500 from A and $18,000 from B, this being 90% of the dividends of 
these companies. 

Before attempting to consolidate the earnings of these com- 
panies several points should be clearly understood. In the 
first place, it should be borne in mind that Company H, which 
owns 90 per cent of the stock of A and B, really has an equity 
in the surplus earnings of these companies, to the extent of 
go per cent of $25,000 and $11,000, respectively, in addition 
to the 5 per cent dividend received on its stock holdings. In 
other words, the true earnings of H, based on its propor- 
tionate share of the surplus of A and B, would be determined 
as follows: 


Dividends and Interest Received ............ $40,500 
Plus 90% of Additional Earnings of A and B_ 32,400 














Realebarninessore Mee eee cree $72,900 
Less Miscellaneous Expenses ........... 2,000 
Available for Bond Interest......... $70,900 
LesseBond Interest tocteo-serd gaits ee eaccc seen 18,000 
$52,900 

Less Preferred Stock Dividends......... 18,000 
Net Available for Common......... $34,900 
Neth peraslaresctegs cre cot otistens «teow yeEstelass $ 8.73 


Thus we find that net per share of common really amounts 
to $8.73 instead of 62% cents per share. 

The second point of interest is that the bonds and preferred 
stocks of the holding company have a claim on operating earn- 
ings which is preceded by the claims of (1) bonds, (2) pre- 
ferred stocks, and (3) common stocks of the operating com- 
panies making up the holding company. This is so because 
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the principal sources of income of the holding company are 
the dividends and interest received from its security holdings 
in the subsidiary companies. In the case of a holding com- 
pany owning only common stocks, its sole source of earnings 
is the dividends declared on such stocks. Accordingly, there 
are no earnings for its bonds until obligations of the under- 
lying companies prior to their common stocks have been met 
and dividends declared on such stocks. This situation will 
appear in the consolidated statement of earnings which we will 
now arrange in full. 


CONSOLIDATED INCOME ACCOUNT, COMPANY H AND 


SUBSIDIARIES 
(Year Ended December 31, 1925) 

GrossyRevenués’ 2ngfechiztuits ast oe tebe eh eras eeiascre $330,000 
Operating Expenses! gac-ols ire ei teceaie ato set acs 210,000 
NetsAvailablevfor-Interest, a eee eee $120,000 
Interestvony Subsidiary. Bonds syne idee sree + 18,000 
$102,000 
Dividends on Subsidiary Preferred Stocks........... 21,000 
Netiirom, cubsidiarys Operations eerie eee e $ 81,000 

Proportion of Net Belonging to Subsidiary Common 
Stocks HeldSby *Publictemmn voce tes cero meres 8,100 
BalancesAvallablestote litres ecient ere $ 72,900 
ILESSa EXPENSES: cAntns si teveat moe Riayat eee tne, te ae 2,000 
$70,900 
Interest sone se Bonds)- or women eet meee 18,000 
$52,900 
Dividendsyon H’s)PreterreduStocks-nemae ees 18,000 


Available for Common Stock Dividends and Surplus. $ 34,900 


The form used above is somewhat more detailed than that 
customarily used and is presented in order to show exactly 
where each charge comes in proper order and to enable the 
student the better to grasp the results of holding company 
accounts. Frequently, in practice, the various accounts are not 
so clearly stated as above and it is often necessary to make 
certain adjustments in order to interpret accurately their true 
significance. Often the consolidated income account is pre- 
sented in a somewhat abridged form and is more or less un- 
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intelligible, depending on the information the directors of the 
company wish to divulge. In fairness, it must be said, how- 
ever, that many of the larger companies now give very com- 
plete information. The following income account for the 
American Water Works & Electric Co., Inc., for the years 
1924 and 1925, will serve to show the form in which the in- 
vestor may reasonably expect to find income account data 
shown on a consolidated basis.*® 


INCOME ACCOUNT—AMERICAN WATER WORKS AND ELECTRIC CO. 
(Year Ended December 31) 





Calendar Years 1925 1924 
GrosspOperating sParnings Vaneac. here merida aei at ove $41,055,906 $38,355,679 
Oper. Expense, Taxes, and Maintenance............ 21,162,333 20,859,862 
Federatdiaxes® ciecie caispetsiarp ayo viertsetee cleeieyorae tise, sie 804,937 708,838 

(Gross! pl ncomebt chia saya cute ao ok FOS xe ec Se $19,088,635 $16,786,979 
Interestand Amortizationiof, Discs 7% maga ee eel: 8,865,104 8,211,449 
Preferred: Dive of Subsidiariess.q.6.m re aecmi. cis cc «os 3,531,825 2,947,769 
Minorityelintetest’ Sette ocr.aeetinets 6 aia sm nares ate 511,154 441,404 
Reserve for Renewals, Replacements, and Depreciation 2,863,037 2,575,919 

Nefelncomeg anise atiystoeciee montrae on nance ce $ 3,317,515 $ 2,610,437 
Previous: Surplustascc cme cre ian were erat ten teerh ees 6,100,348 55452437 
OthersCre dits nate: nated oie eeudeusestilin cis ORI RaCes wietors 79,685 79,685 

Lotal Surplusey oc eledete ws eave tle ets aahers $ 9,497,548 $ 8,142,559 
Deduct 

Credits towsavingse Fund mee merits cer aeeee ee $ 79,685 $ 79,685 
Discount and Expense on Sale of Railway Stocks. . 129,320 178,664 
Special Appropriation for Dep. Res. ....am..-.... 700,000 830,000 
SundtyeAdjustmentsieece eo cece aoe ee ate hee Creri7 Sia Ole 2 7,095 
Application to Minority Interests ................ Cr. 170,135 Cr. 201,656 
Dividends Paid Am. W. W. & El. Co. 
Tst.Preferreden. ses seine eee eas 869,472 633,500 
Participatinga breterred succes eae err ee 320,157 550,000 
GCommionta (Casha ees cease mache eeeacln sy ere 638,138 
Commonp(Stock) ee oes ee eerie bs cee fares 549,930 — 
ProfiteandelossuSurplusowsuis..crcuninestn cee $ 6,498,793 $ 6,100,348 








18 Taken from Twelfth Annual Report, year ended, December 31, 1925. Full 
report given in Commercial and Financial Chronicle, Vol. 122, p. 2793. Balance 
sheets for this company are there given for years 1924 and 1925. As in the 
preceding case it should be noted that dividends on preferred stocks of sub- 
sidiaries and minority interests are properly provided for. On the other hand, 
all interest, both on subsidiary bonds and bonds of the holding company, are 
thrown into one account. ‘This is not satisfactory, for the reasons already 
discussed. 
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Financial analysis of holding companies.—In analyzing the 
investments of holding companies in the public utility field, we 
again find that certain specific ratios are available which tell 
the story in part, while further study should always be given 
to more general factors, such as management, territory served, 
and composition of operating companies. The most significant 
ratios. are: operating ratio; ratio of depreciation to gross 
revenue; number of times interest charges are earned; the 
relation of bonded debt to property investment; number of 
times preferred dividends are earned; earnings per share of 
common stock; and the relation of gross revenue to capital- 
ization. 

Operating ratios—The operating ratio of the normal hold- 
ing company will run somewhere between 60 and 75 per cent, 
although in the better managed companies operating expenses 
are now kept below 70 per cent. The following table ** shows 
the number of dollars of operating expenses per $100 of gross 
revenues (operating expenses including also maintenance and 
depreciation) : 

Operating Expenses per $100 
Gross Revenue* 


Company 1925 
American’ Gas & + Plectricn cs cscs eel asserts ers 63.64 
Americans light & munraction ervey rrr 72.00 
Ameticanmeower & Lights. cece sneer 60.00 
American Water Works & Electric............ 60.80 
Associated Gas none LeCtricwaemiet er iiey torts 60.60 
Commonwealth® Powerwsrrsa.ricre crt rt 63.50 
Blectrice Rowen combightan icerseets cinerea: 63.83 
Kedexale light) &bractioney scree ie roe 67.60 
General#GasSieElectricua.. ser wee ee 66.00 
LehighPower Securities .:7.-. ee eee oem 66.35 
National’ Blectric. Powerge- 2-2 eee eee 62.05 
National@Powernésbichteesncem «nearer 68.94 
National™ Public. Service: eaecus ecm tere 64.60 
North American Wy 3. crits cace ests scx cast peters ces cues oto 66.40 
Philadelphia Cos @. 2.8 000 atm com ees Scere 69.50 
Public Service of New Jersey................ 72.10 
Standard§Gas) &Electricyo- sa eee 59.60 
United Wieht.& *Powercsseee eee ners 61.80 
Witlitves®Power slightest. a esceereiiacr 53.20 


*In some instances, depreciation had to be estimated. When this was done it was 
assumed to be 5 per cent of gross. 


The operating ratios have the same significance here as in 
other companies and will not be further analyzed at this time. 











19 Adapted from a study prepared by John Nickerson & Co., of New York, 
and appearing in the Utilities Section, Boston Evening Transcript, June 3, 1926. 
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Depreciation and maintenance.—The amount of deprecia- 
tion and maintenance allowed by a company is of vital im- 
portance to the investor. It is also true that the real test as 
to whether adequate reserves have been set aside for deprecia- 
tion lies in a physical examination of the property itself. In 
as much as this is rarely practicable, it is generally necessary 
to rely on such available records of these expenditures as are 
found in the income accounts and balance sheets of the cor- 
poration. Successful holding companies, on the average, allow 
between 7 and 12 per cent of gross earnings for maintenance 
and from 5 to 7 per cent of gross for depreciation. An aver- 
age figure for combined depreciation and maintenance will run 
between 12 and 15 per cent of gross earnings. ‘This is usually 
equivalent to between 214 and 3% per cent on the book value 
of the company’s property account. 

Number of times charges earned.—In considering next the 
number of times interest charges are earned, we must recon- 
sider for a moment the nature of the holding company. Let 
us refer briefly to the complete consolidated income account 
shown on page 410. It will be observed here that the 
holding company shows $70,900 available for bond _in- 
terest amounting to $18,000. It would appear from these 
figures that holding company charges had been earned 
nearly 4 times. This is apparently correct, but not logically 
so. As a matter of fact, on the basis of the combined state- 
ment, there are available $120,000 to meet total charges of 
$67,100, of which the $18,000 interest on the bonds of the 
holding company comes last.*° On this basis, it would appear 
that consolidated charges have been earned slightly less than 
1.8 times. The same situation applies to the preferred stock. 
According to the income account, preferred dividends appear 
to have been earned nearly 3 times. In reality, these dividends 
constitute the last, in order, of the $85,100 of total claims 
against the $120,000 “net.” ‘Total combined charges, includ- 
ing preferred dividends, are thus earned but 1.41 times. 
Attention is called to this fact, because the typical bond circular 
advertising the bonds or preferred stocks of a holding com- 


20 Note that there has been deducted from “net,” $18,000 interest on subsidiary 
bonds, $21,000 dividends on subsidiary preferred stocks, $8,100 as applicable 
to common stock held by minority interests, and $2,000 expenses of the holding 
company before the $18,000 of interest on holding company bonds is considered. 
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pany almost invariably states the number of times interest or 
preferred dividends have been earned in the manner most 
favorable to the issue. Such circulars often neglect to show 
that the holding company itself may be superimposed on a 
group of operating companies which are already very heavily 
capitalized, with the result that the bonds, and especially the 
preferred stocks of the holding company, are backed by a very 
thin equity. 

For the reasons just stated, we will refer to the number of 
times combined charges, or combined charges and preferred 
dividend requirements, are earned when discussing so-called 
normal figures. One is probably safe in stating that, where 
combined charges are twice earned, including interest charges 
on the bonds of the holding company, the presumption is in 
favor of the soundness of such holding company issue. Like- 
wise, where combined prior charges and preferred dividend 
requirements are earned 1.5 times, the presumption is in favor 
of such preferred stock of the holding company. Special cir- 
cumstances may be present in a given case to warrant some- 
what different ratios, however, so that we must again caution 
the reader against too much faith in- categorical statements. 
All analysis requires the tempering effect of judgment. 

Assets and funded debt.—It is not especially difficult to 
determine the asset values behind a particular issue of holding 
company bonds, when the consolidated balance sheet is properly 
set up, provided, one considers all the securities, both bonds and 
stocks of subsidiary companies, as prior obligations: 74 Let 
us turn for a simple example to the consolidated balance sheet 
shown on page 408. Here we note combined assets of $2,130,- 
ooo (after deducting current liabilities), against which there 
is a total capitalization of $1,680,000 (exclusive of surplus). 
Of this total capitalization $680,000 of book equity precedes 
the issue of holding company bonds, while $700,000 follows 
this issue (exclusive of surplus). Furthermore, it appears that 
the entire properties are bonded for $600,000, or about one 
‘third of book values. Where total bonded debt does not ex- 
ceed 50 per cent of the value of all assets, the bonds of a 
holding company may generally be considered sound, although, 





21 This is not always true when the holding company itself owns operating 
properties. Such properties may, in fact, be pledged under a first mortgage as 
partial security for the holding company’s bonds. 
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again, other factors in the situation may require a modification 
in this statement. 

Earnings per share of common.—Earnings per share of 
holding company common stock are significant in determining 
the theoretical market value of such stock. Whereas it is true 
that asset values are important in determining the value of 
the securities of public utilities, earning power cannot be 
entirely ignored. This is especially true in the case of the 
common stocks of holding companies, for here the anticipated 
savings of large scale holding company operation are fre- 
quently capitalized by the issue of common stock. That is, 
in the capitalization of holding companies, it frequently hap- 
pens that bonds and preferred stocks are issued up to the real 
value of the underlying assets. The common stock in such 
cases will have an earning power depending to a considerable 
degree on the extent to which the holding company can 
produce a larger amount of net earnings than would be pro- 
duced under individual operation. The saving thus effected 
increases “net” available for common stock, and in this way 
the real value of the common stocks of a utility holding com- 
pany may in fact be governed largely by earnings per share. 
The market value and earnings of utility holding companies 
fluctuate over a rather wide range, it is true, and the relation 
of earnings to market prices tends to vary from time to time, 
depending on market conditions. Among investors, however, 
the present opinion is that the common stock of a representa- 
tive company should sell at from 12 to 16 times earnings 
after depreciation, or as high as twelve times earnings before 
depreciation. Conversely stated, the company should earn from 
6.3 to 8.3 per cent on the market price of its stock after deprecia- 
tion, or approximately 8.3 per cent before depreciation. To 
be sure, this is only a rule-of-thumb basis for appraisal, but 
it is frequently used. On the other hand, during periods of 
high average prices, the stocks of the more active companies 
will probably sell on a somewhat higher basis. The per cent 
earned in 1925 on the total market value of the common stocks 
of 19 holding companies (based on April 1, 1926, prices) was 
as follows: ” 








22From data assembled in the analysis made by John Nickerson & Co. of 
Public Utility Holding Companies, 
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Per Cent Earned on 


Total Market Value 
Company of Common Stocks 

American Gas & Electric............. 5.95% 
American Light & Traction........... 9.30 
American Power & Light............. 7.55 
American Water Works & Electric.... 7.60 
Associated Gas & Electric............. 5.75 
Commonwealth) Powers. cere 7.25 
Electric Power & Light............... 4.80 
Federal) Right (a Uiraction yrs. oci trie 6.40 
General (Gas & Electricn. n-ne sere 7.67 

Lehigh Power Securities ............. 3.42 
National Electric Power ............-- 10.30 
National Power & Light.............. 5.80 
NatronalPublicsSenvacesear a rrr 16.30 

INorthwA me nicammrectercdey/ actress eric 7.35 
Philadelphiay Companyaaeeea eee 10.70 x 
Public Service of New Jersey.......... 7.25 
StandardnGag, cal lectric wma series 7.50 
WnitedsWicht & Powers. 9.15* 
Utilitiess Powers Qe ligh ten ytetacra mere 12.00 


*On new stock based on author’s computations. 


The following chart will serve to bring these data down to 
a more recent date (October, 1926) and will also illustrate 
vividly the manner in which this relationship varies from time 
to time with market conditions: 


EARNINGS AND PRICE OF STOCKS OF CERTAIN PUBLIC UTILITY 
STOCKS, SELECTED DATES, 1926 


(Wall Street Journal, October 15, 1926) 


1925 Multiple Earnings Oct. x, 
Earnings Feb.1, Price 12Mos., 1926, Multiple 
Company per 1926, of June 30, Price per Price of 
Share Prices Earnings 1926 Share Earnings 
Amer. Gas & Electric... $4.55 $94 20.6 $6.57 $xoxr 15.4 
FPN IS eI EVO, oa 6 18.59 25214 13.5 19.61 206 10.5 
Amer. Prac elton, 4.28 753% 17.6 4.70 63 13.4 
Amer. Water Works* . 3.90 6934 17-7 4.60 53 11.5 
Columbia Gas & Electric 5.38 8434 15.7 6.59 8014 12.2 
Commonwealth Power .. 2.61 404% 15.3 3.84F 3814 10 
Elec. Bond & Share..... 5-99 80 133 6.47 66% 10.3 
Electric Pr. & Light.... 1.01 314 30.7 1.01 16% 16.1 
Federal Lt. & Traction.. 1.92 3734 19.6 2.20 314 14.3 
General Gas & Elec.*.. 2.26 52 23 2.53 403% 16.1 
National Pr. & Lt....... 1.42 33% 23.4 1.51 19% 13 
North American® ...... 3.73 6434 17.3 3.84 49% 12.8 
BublichServicemer reece 6.45 87% 136 70S on 93 12.2 
Standard Gas & Elec.... 4.23 5834 13.8 6.69 ~ 5334 8.1 
Wnitedmict Powers 1.05 274 26.1 1.08 1134 10.9 


“ Figured on average number shares outstanding. 
t+ Twelve months ended August 31. 
} Estimated. 
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Relation of capital structure to charges and net per share 
of common.—It must be observed that the capital structure 
of a holding company has much to do with the sensitive- 
ness of net earnings per share of common to changes in 
Operating revenues, operating expenses, and subsidiary deduc- 
tions. The heavier the bonded debt of a corporation the 
larger its fixed charges, naturally. Where a corporation is 
thus financed largely by funded debt or funded debt and pre- 
ferred stock, leaving only a small residue of capitalization 
represented by common stock, a slight drop in gross, or a small 
increase in operating expenses, tends greatly to reduce per 
share earnings. Conversely, in the case of such companies, a 
slight increase in operating revenues or a slight decrease in 
operating expenses tends greatly to increase per share earnings 
on the common stock.** For this reason, the common stocks 
of companies with a proportionately heavy funded debt offer 
opportunities for larger profits; but, on the other hand, must 
be considered more speculative. 

Use of gross earnings in appraising holding company secu- 
rities.—The relation of gross earnings to capitalization affords 
other interesting comparisons. It is generally felt that a public 
utility holding company may conservatively be capitalized at 
5 times gross earnings. This, again, is a statement that can 
be used only in a general way, subject to modifications in 
special cases. As a matter of fact, however, it so happens 
that the capitalization of typical companies will, on the 
average, closely approximate this figure. This leads us to 
another rule-of-thumb method for valuing the common stocks 





23 This may be illustrated by the following simple example which also shows 
why it is frequently to the advantage of public utility companies to trade on a 
rather thin equity. Assume that total property values of Corporation A are 
$10,000,000, and that the company has outstanding $5,000,000 in 6 per cent bonds, 
and $5,c00,000 in common stock (par $100). The company earns 8 per cent on 
its property valuation or $800,000, $300,000 is required to pay interest on its 
bonds, the balance going to the common. In other words, per share earnings 
on the common amount to $10. Assume now that Corporation B has $10,000,000 
in assets and is capitalized as follows: $5,000,000 6 per cent bonds, $3,000,000 
7 per cent preferred stock, and $2,000,000 common (par 100). This company 
likewise earns 8 per cent on its assets, or $800,000. After distributing $300,000 
to the bond holders and $210,000 to the preferred stockholders, we have $290,000 
left for the common which is equivalent to $14.50 per share. We may now 
assume that both companies, through reduction in operating expenses, increase 
their net earnings from $800,000 to $850,000. This would increase per share 
earnings of Corporation A from $10 to $11 per share. In the case of Corpora- 
tion B, however, per share earnings would be increased from $14.50 to $17 per 
share. 
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of holding companies. If we multiply gross earnings by five 
and deduct therefrom all outstanding bonds and preferred 
stocks, and the minority interests in holding companies, at par; 
the balance is the theoretical amount which remains for all 
the common. This remainder, divided by the number of 
shares, will give the theoretical value per share. The method 
here discussed may be illustrated by the following application 
made to the accounts of the Public Service Corporation” of 
New Jersey for the year 1925: 


Total Operating Revenues of Subsidiaries.......... $ 94,715,525 

x 5 

Deduct $473,577,625 
Combinedshunded = Debthseise ven aia ne eee $234,170,116 


Combined Preferred Stocks and Minority Holdings 126,939,662 


Total Securities Preceding Common ............... 361,109,778 


$112,467,847 

Available for Common per Share Based on 1,037,867 Shares Common 
Outstanding s tae ete aoe rein interac Mtoe ie eos ae te sina se $108.40 
Market "May.21926;- aD Outi: cotrretc ners Meleeraieicr trireteteie: ote cmon ersiae Mena atch 80.00 


The total capitalization of the 19 companies mentioned on 
page 412, figuring common stocks at April 1, 1926, market 
prices, gives the following capitalization per $100 gross (if 
our formula worked precisely we would expect total capitaliza- 
tion to equal $500 per $100 gross ) * Complete Capitalization 


Company : per $100 Gross * 
American Gas & Electric........... $700.85 
American Light & Traction......... 410.30 
American Power & Light..........-. 626.35 
American Water Works & Electric... 643.25 
Associated Gas & Electric.......... 695.00 
Commonwealth Power ............. 598.50 
Blectricuhowetac Wichteenn va mein 607.21 
Kederaly light) oa bractione sere ser 539.80 
General Light, & Electric....4-..-..- 554.00 
Lehigh Power Securities............ 621.25 
National Electric Power............ 593.70 
National Power & Light............ 534.60 
National Public Service............. 523.70 
NorthwAmericanse see eecereee eee 583.60 
Philadelphiay/Companya.u eee 353.78 
Public Service of New Jersey........ 455.70 
Standard Gas & Electric............ 654.20 
United Light & Power.............. 634.00 
Utilities Power & Light.........,:. 566.50 


* Figures from John Nickerson & Co., Public Utility Holding Companies. 





24 Annual Report, 1925. See Commercial and Financial Chronicle, Vol. 122, 
Pp. 163. 
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A refinement of this rule is possible if proper consideration is 
given to the operating ratio of the company. It is obvious 
that gross revenues should be of greater market value (in 
terms of our formula), as operating expenses decrease, for a 
decrease in the operating ratio thus leaves a larger proportion 
of gross available for charges and dividend requirements. If 
the preceding formula is to hold, and if a normal company is 
to earn 8 per cent on its investment, it is apparent that the 
operating ratio of the company must approximate 60 per cent. 
Let us assume that Company A has a total investment of 
$10,000,000, or 5 times its gross revenues of $2,000,000. In 
order, now, to allow $800,000 net, operating expenses should 
not exceed $1,200,000, or 60 per cent of gross. To state the 
matter in another way, in order to allow an 8 per cent return 
on total investment, such investment must be more or less 
than 5 times gross, depending on the extent to which the 
operating ratio of the company falls below or exceeds 60 per 
cent. The following chart shows the number by which gross 
revenues should be multiplied in ascertaining the theoretical 
value of total investment, depending on the operating ratio 
of the corporation under consideration. 


Fig. 19.—Gross Earnings, Investment Values, and Operating Ratios. 
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Management.—In addition to methods which are largely 
statistical in scope, it is necessary for the investor to acquaint 
himself with the management of the company—its ability, 
honesty, and past success. The mere fact that a group of 
properties is under the management of Stone & Webster, Elec- 
tric Bond & Share, or the Insull interests is frequently a 
sufficient guaranty of their success to satisfy some investors. 
The territory served by the company and the opportunities for 
profitable extension and development are likewise important. 
It is further necessary to ascertain the amount of gross 
revenues derived from electric light and power service, gas, 
and traction. It is also desirable, in view of the present con- 
dition in the traction field, that the company should not derive 
more than 15 or possibly 20 per cent of its entire gross 
revenues from traction business, otherwise it loses some of its 
character as an electric light and power company. 

Summary.—In summarizing the present chapter, it is evi- 
dent. that the methods of analysis applicable to electric light 
and.power operating companies differ from those employed in 
studying holding companies. In the former, there is a distinct 
unit, in the latter a heterogeneous group of companies, to 
which the use of common measures of operation other than 
those derived largely from financial statements are inap- 
plicable. The rapid expansion of the electric light and power 
industry during the first quarter of the present century has been 
accompanied by a remarkable extension of the holding com- 
pany idea, with resulting economies on the whole, but with 
some financial manipulation notwithstanding. It is necessary, 
in the case of electric light and power companies in no less 
degree than in the case of other industries, to study all the 
pertinent data before making commitments, despite the exis- 
tence of a more enlightened public control of the former. 


CHAPTER XVII 


INVESTMENT CONSIDERATION OF SPECIAL 
CLASSES OF UTILITIES (conc.LupveEp) 


The Gas Industry 


Historical development.—The service of gas supply is, next 
to the service of water supply, the oldest of the public utilities 
here under consideration. The manufacture of gas for pur- 
poses of illumination dates from the latter part of the eight- 
eenth century when experimentation was carried on simultane- 
ously in England and France. Apparently this was laboratory 
experimentation only until 1805, or thereabouts, at which time, 
there is reason to believe, gas was used for lighting in Man- 
chester, England. 

The first recorded experimentation in the United States was 
in 1806 in Newport, Rhode Island, when coal gas was manu- 
factured for private use on the premises of Daniel Melville. 
The first crude processes were improved from time to time and, 
in 1813, Melville secured a patent and introduced gas for 
illumination in a cotton mill in Watertown, Massachusetts. 

The prospects for commercial development of gas manu- 
facture led to decided improvements in technological processes 
and the first gas company, the Chartered Gas Light & Coke 
Co., was chartered in London in 1810.7. The first gas com- 
pany in the United States, the Gas Light Company of Balti- 
more, was chartered in 1816 and was authorized to ‘‘manu- 
facture, procure or collect ‘gas or inflammable air,’ and to 
preserve, use, and distribute it as a means of giving light or 
any other useful purpose, or for lighting the streets and public 
places and houses and other buildings. . . .”? 

The Boston Gas Light Company was organized in 1822 and 
this was soon followed by the organization of companies in 





1 Barker, “Public Utility Rates.” 
2 Wilcox, “Municipal Franchises,” Vol. I, p. 623. 
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New York City in 1823; in Brooklyn and Bristol, R. IL, in 
1825; in New Orleans in 1835; °% in Pittsburgh and Philadel- 
phia in 1836; in Louisville in 1838; in Cincinnati in 1841; and 
in Albany in 1845.* 

These early companies gradually overcame a variety of 
obstacles. Large capital investments were required for the 
construction of the manufacturing plants and the distribution 
systems. Early opposition to the projects because of fear that 
the manufacture and use of gas endangered the public safety 
soon gave way to sympathetic support of the projects. Not- 
withstanding the relatively high cost of gas for illumination, 
the industry continued to develop. In 1849 there were thirty 
establishments engaged in the manufacture of illuminating gas 
for sale, with a capital investment approximating $7,000,000, 
a product approximating in value $2,000,000, with an em- 
ployed personnel of approximately g00 persons earning in 
excess of $390,000. In 1869 the industry had grown to in- 
clude 390 establishments, employing a capital investment of 
$72,000,000, producing a product valued in excess of $32,000,- 
000, and employing a personnel of approximately 8,700 earn- 
ing $6,500,000.° 

Competition with oil and electricity—Until 1870 gas for 
illumination competed with candles and whale oil only, and its 
superiority was unquestioned. ‘The introduction of kerosene 
oil, however, offered more serious competition. While it pos- 
sessed higher illuminating value than its forerunners, it could 
be utilized with considerable more economy than gas. Doubt- 
less this retarded somewhat the development of the gas in- 
dustry, but the situation was met very soon by the results of 
certain experimentations in production processes. Until this 
time coal gas only had been produced, but the investigations 
of Du Motay and Lowe ° led to the introduction of so-called 
water gas. The manufacture of water gas at lower produc- 
tion costs had hardly overcome the opposition of coal-gas 
producers when the appearance of electricity as an illuminant 
brought the first important challenge to gas. 

The perfection of the electric arc in 1878 was followed in 





3 Twelfth Census, Vol. X; “Manufactures,” Part IV, p. 713. 
4 Barker, “Public Utility Rates,” p. 278. = 

5 Eleventh Census, “Manufactures.” 

° Twelfth Census, Vol. X, “Manufactures,” Part IV, p. 714. 
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1881 by the appearance of the incandescent electric lamp. The 
economical use of gas for heating purposes had not as yet 
been demonstrated, but the superiority of the electric lamp 
from the standpoint of safety and illuminating value soon en- 
couraged the search for new uses. The cost of gas was gradu- 
ally reduced and its use was extended to domestic and industrial 
heating. Notwithstanding the growth and development of 
central station electric lighting, the gas industry continued to 
expand. More and larger uses for gas were found. ‘The 
appearance of electricity served not so much to retard its de- 
velopment as to force it into the field of public service where 
its natural superiority was to be demonstrated. In 1889, 714 
of the 1,244 cities in the United States, with a population in 
excess of 2,500, were supplied with gas. 

In 1899 the gas industry had grown to include 877 estab- 
lishments with a capital investment of $567,000,000, a product 
valued at $76,000,000, an employed personnel of 28,000 per- 
sons earning approximately $18,000,000.”7_ Of the 1,653 cities 
in the United States, with a population in excess of 2,500, 
827 were supplied with gas. Of these cities, 798 were served 
by one plant each; 22 cities by 2 plants each; 4 cities by 3 
plants each; and Chicago claimed 4, Boston 6, and New 
York 13. 

In the year 1919, for which the most complete statistical 
information is available, there were 1,022 establishments en- 
gaged in the manufacture of gas with a capital investment of 
$1,466,000,000. The total value of the product amounted to 
$329,000,000, an average of $322,000 per establishment. In 
this year the industry employed 63,000 persons earning 
$77,000,000, maintained a gas holder storage capacity of 
835,041,000 cu. ft. and operated 69,742 miles of mains, 
with which were connected 5,469,000 stoves and heaters. It 
served 8,200,000 consumers, and the ratio of consumers to 
population in the territory served was 1 to 5.2. Because of the 
changes in the value of the dollar, statistics of physical results 
offer more satisfactory bases for measuring the growth of the 
industry. The quantity of gas produced increased from 
67; 000,000,000 cu. ft. in 1899 to 344,000,000,000 cu. ft. 
in 1919. 


ud a 








7 Twelfth Census, Vol. X, “Manufactures,” Part IV. 
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Technical aspects of gas production—The service of gas 


supply requires the maintenance and operation of a central 


manufacturing plant, a central storage facility, and an exten- 
sive distribution system. The manufacturing plant consists of 
an elaborately constructed “works,” where the physical and 
chemical processes of gas generation are carried on more or 
less continuously. The storage facility consists of a sizable 
gas holder to which gas is conveyed as manufactured and upon 
which the distribution system draws for the satisfaction of 
consumer requirements. The distribution system includes low 
pressure mains, in some cases high pressure transmission mains 
for distant conveyance, reducing stations, and service lines. 
The nature of the production process, the nature of the de- 
mand for service, the size and layout of the city, all enter into 
the determination of the division of the capital investment be- 
tween the “works” and the storage and distribution facilities. 
The investment in the storage and distribution facilities is usu- 
ally double the investment in manufacturing plant and equip- 
ment. 

The gas industry to-day is organized technologically for the 
production of several kinds of gas, the most important of 
which are carbureted water gas, straight coal gas, mixed coal 
and water gas, and oil gas. The manufacture of coal gas 
consists of the destructive distillation of bituminous coal. Coal 
is heated for several hours in fire-clay retorts, heated from 
without by coal, gas, or oil furnaces. Gas, consisting chiefly 
of hydrogen, methane, and, to some extent, carbon monoxide, 
is drawn off, and a carbon residue, coke, is left. This gas is 
passed through several purifying, condensing, and by-product 
extracting processes, after which it is measured and conveyed 
to the gas holder. The chief by-products are coke, tar and tar 
oils, and ammonia. High temperature carbonization yields 
larger quantities of gas and the gas has larger hydrogen con- 
tent and more by-product ammonia. Low temperature car- 
bonization yields gas with higher calorific value and more by- 
product coke and tar. On the average, under low temperature 
carbonization, gas contains 45 per cent of hydrogen. The 
problem of coal gas engineering consists in procuring the high- 
est possible advantage from high temperature carbonization 
in quantity and quality of gas and in by-product extraction. A 
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ton of coal under low temperature carbonization can be ex- 
pected to yield 400 cu. ft. of gas. Under high temperature 
carbonization it can be expected to yield from 8,000 to 12,000 
cu. ft. of gas, about 1,300 lbs. of coke, 12 gallons of tar, and 
30 gallons of diluted ammonia. 

Coal gas manufacture is frequently supplemented within the 
establishment by water gas manufacture. Carbureted water 
gas is often used to enrich coal gas from the standpoint of 
calorific value or candle power. Water gas installations are 
frequently used to meet the requirements of peak loads and 
emergency demands upon the production system. The water 
gas generating facilities can be set in operation within a rela- 
tively shorter time than in the case of coal gas generating 
facilities. 

The manufacture of water gas involves the passing of steam 
over a bed of incandescent carbon in the form of coke, the 
chemical reaction resulting in the generation and combination 
of carbon monoxide and hydrogen. This is known as “blue 
water gas.” Blue gas possesses lower calorific and luminous 
value than is generally required for consumption purposes. 
This deficiency is overcome by enriching or carbureting the 
blue gas through the generation of oil gas in combination. 
Oil is sprayed into a hot carbureter, where it is converted into 
oil gas composed of hydrogen, methane, and other hydro- 
carbons. The carbureted water gas then passes through puri- 
fying and condensing processes into a relief holder. In some 
instances, it is mixed with unpurified coal gas before purifica- 
tion. Water gas generation is usually an intermittent process, 
due to the necessity for reheating the bed of coke after the 
“run,” lasting about four minutes, followed by the “blow,” a 
blast of air lasting about one minute. The gas is collected 
during the “run” in the relief holder and the delivery to the 
storage holder is thereby equalized. 

Where the relative cost of coal and oil permit, gas is often 
manufactured from oil. Oil and steam are blown into the 
generating apparatus and an air blast is also admitted. After 
a heating period of a few moments gas is drawn off and passes 
on through purifiers to the holders. Oil gas resembles coal 
gas more than water gas. Its advantage lies in its luminous 
quality rather than in its calorific value. The cost of oil, how- 
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éver, continues to present an economic obstacle to the devel- 
opment of oil gas generation.® 

Gas industry compared with electric power and light.— 
In many ways the gas industry is less flexible than the electric 
power and light industry. By this is meant that a gas com- 
pany, once established and equipped with a plant and mains, 
represents a relatively fixed investment. This situation may 
be explained largely by reference to the type of distribution 
system required. Mains must be underground, whereas elec- 
tric wires may be overhead, and thus are more easily moved 
or extended for considerable distances. A gas company, there- 
fore, can extend its area of service only with difficulty after 
certain limits of expansion have been reached, and it can 
make adjustments to the needs of its customers only within 
narrow limits. Furthermore, it is uneconomical for a gas 
company to operate in cities below a certain size. In small 
communities overhead cost of establishing the plant and laying 
the mains is often not justified by the amount of business the 
company can do. On the other hand, those companies serving 
thickly populated areas enjoy the advantages of large scale 
production, effective utilization of distribution facilities, and, 
therefore, low distributing costs.® 

On account of this inflexibility it is especially necessary for 
the prospective investor to study the size and future prospects 
of the company in which he anticipates investing. Companies 
located in areas whose population is declining, or in small and 
slowly developing communities, are not, as a rule, attractive. 
The cost of distribution is often high for such companies and 
their opportunities to develop or to increase profits are limited. 
Furthermore, it is often impossible for such companies properly 
to diversify the types of customers to which they sell, with the 





8 The preceding historical and technological sketch of the gas industry was 
furnished by Professor James P. Adams of Brown University. 

® As already noted, in 1919, the census reported 1,022 establishments in the 
United States. This alone is sufficient evidence that the gas industry has not 
been so extensively developed as the electric light and power industry. In 
1917, there were 6,542 central electric stations; in 1922, 6,355. Furthermore, 
the distribution of electricity is possible over much wider areas than is gas. 
In 1923, the census reports 939 establishments manufacturing gas in the United 
States. After 1921, however, the census omitted enterprises doing an annual 
business under $5,000; whereas, in 1919, only enterprises doing an annual busi- 
ness under $500 were omitted. 
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result that the prosperity of the company is too often tied up 
with the fortunes of a few local industries. 

The operation of a gas plant does not involve quite the same 
problems in connection with the character of the demand for 
service as were found to exist in the electric light and power 
industry. The problem of adjusting the capacity of a gas 
works to maximum demand is related essentially to its distri- 
bution facilities and not to its plant. The capacity of a gas 
plant is adjusted to meet the maximum daily demand on the 
basis of continuous operation, and not the maximum instantane- 
ous load, as in the case of an electric light and power plant. 
When the production of a gas plant exceeds send-out, the 
excess is stored in the storage holder. When send-out exceeds 
production, the distribution system draws upon the holder. 
The distribution facilities, however, must be adjusted to meet 
the maximum instantaneous demand (usually measured as 
maximum hourly demand). It is, nevertheless, true that gas 
companies can operate to better advantage where there is a 
high diversity factor among customers and where the maximum 
hourly demand approaches the average hourly demand over a 
24-hour period. In small communities there is less opportu- 
nity for ideal demand conditions than in large cities. 

Effect of competition with electricity.—As previously sug- 
gested, the gas industry has gone through a rather severe test 
period in this country during the past twenty-five years. At 
the opening of the present century gas was used largely for 
illuminating purposes. The superiority of electricity, however, 
in respect to comfort, safety, and convenience, as well as in 
the matter of economy, caused a rapid transformation. As a 
result, the gas industry has lost a considerable market for its 
product during the past quarter century. In fact, there have 
been times when it was felt that the industry might experience 
a permanent decline. 

The development of new home uses for gas and the rapid 
increase in industrial consumption, however, have more than 
offset the market lost in the field of illumination. During the 
first quarter of the present century, there has been a rapid and 
consistent growth in the volume of gas sold in this country, 
whether measured in terms of dollars or in millions of cubic 
feet of output. The total increase in annual production from 
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1899 to 1923 was, in fact, nearly 500 per cent.” Whereas 
there has been an increase in both home and industrial uses, 
the latter has shown the more rapid development. In 1920 
industrial uses accounted for 21.7 per cent of total output, 
while, in 1925, 27 per cent of all gas sold was used by indus- 
trial and commercial customers.”* 

Analysis of gas companies: extent of utilization.—In the 
gas industry the ‘‘mile of main” is often used as a basis for 
studying the economic position of the industry in the com- 
munity. Population per mile of main and customers per mile 
of main, on the other hand, provide a measure of the effective- 
ness with which the company serves its territory. If the popu- 
lation per mile of main is high, while customers per mile of 
main in a given case are relatively low, there is presumptive 
evidence that the selling efforts of the company have not been 
properly exerted, that prices are too high, or that the character 
of population is not conducive to satisfactory development. 
On the other hand, high figures for both population and cus- 
tomers per mile of main suggest better development, but may 
indicate that the limit of rapid expansion has been reached. 
Low population per mile of main usually means a sparse or 
poorly distributed population, a situation which often requires 
a relatively high investment in distribution facilities. The 
average plant will show between 500 and 800 consumers per 








19 Based on data from U. S. Bureau of Census Reports. 


STATISTICS SHOWING GROWTH OF GAS INDUSTRY 


Quantity of 


Number of Value of Gas Produced 
Year Establish- Product M. Cu. Ft. 
ments (000,000 omitted) (000,000 omitted) 
TSQQ sions, teh aceates heocenony ts 877 $ 76 67 
EQOA geal alain tistics eseenry ae 1019 125 113 
KYO Soro adian moa oomes 1296 167 151 
OYE Sei6c0 pod aD ONO age ts 1284 220 204 
ON Chan RAOOIE Bono oe secre 1022 429 344 
TQ2Y peslanaiersi vise etetsier siete iets 954* 411 334 
1923) Telocvocisterrcn seam 939* 450 387 


* Until 1921 enterprises doing an annual business under $500 were omitted. In 1921 
the limit was raised to $5,000. In 1919 there were 74 reporting. companies with an annual 
product between $500 and $5,000. ; 


11 Weeks, Howard F., “Scanning the Future of the Gas Industry,” Boston 
Transcript, June 3, 1926. 
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mile of main, although in very thickly populated areas the 
figures will run substantially higher.?? 

The number of meters per mile of main is the figure fre- 
quently used to measure the density of business. This ratio 
has particular significance in the gas industry, because of the 
relatively high investment required here in distribution facili- 
ties. Meters per mile of main commonly run between 100 and 
150, although in larger cities the figures often run much higher. 
Thus New York has over 600 meters per mile of main. 
Ratios of this nature, however, should not be relied upon as 
conclusive evidence of the relative merits of a given company, 
for at best they merely indicate possible situations that should 
be verified by a further study. 

Sales per unit of main.—Other interesting comparisons cen- 
ter on sales per unit of main, in terms of cubic feet and in 
terms of dollars. Such measurements serve to indicate the 
effectiveness with which one company utilizes its investment as 
compared with other companies operating under substantially 
similar conditions. ‘The ratio of cubic feet per mile of main 
is probably the more accurate of the two methods of com- 
parison, for the question of different rates as between different 
companies is thus eliminated. Annual gas sales per mile of 
main, in terms of cubic feet, are subject to considerable varia- 
tion as between communities on account of differences in cus- 
tomer density, but will normally range between 2,500,000 and 
4,500,000 cubic feet. In very large cities, sales may run as 
high as 8,000,000 or 9,000,000 cubic feet per mile. Interms of 
revenues per mile of main, one finds a normal range between 
$3,000 and $7,500. 

Financial analysis of gas companies: capitalization, gross 
earnings, and operating ratios.—The total capitalization of 
gas companies may be compared to gross earnings in much the 
same way as for electric light and power companies. In view 
of the fact that the standard operating ratio of gas companies 
is somewhat higher than in the case of electric light and power 
companies, however, one normally looks for a somewhat lower 
capitalization in relation to gross sales. Whereas no compre- 





12 This ratio is often expressed as the miles of main per 1,000 of population 
served. When so expressed the normal range will be found between 1.25 and 
2 miles. 
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hensive data are available in reference to averages for the 
industry, the following study covers the situation for selected 
New England companies during the period 1921 to 1926, 
inclusive : ** 


Tora CapiraLizATION PER $ Gross 


Ig2I 1922 1923 1924 1925 1926 





Bridgeportis secre ats Sterne 7 FOE OOMEES G2 OME P3P OOM MES Cua G mS) 74 Onn DG aLOn 
News blaverna tartan tbo 2.05 2.09 2.08 2.30 2.14* oh, GE 
Harttond Citys eee rreee BI BY {61 2, 2.68 2.60 2.48 
Meridene ests aor srcvantnennr se 2.26 2, OD 2.60 2.78 Note Re 
Providence asc sisise a anes 3.06 3.76 3.80 3.82 4.21% 4.12* 


OpeRATING Ratios 





1921 1922 1923 1924 1925 1926 
Bridgeport sus. sic te ete 81% 747% 73% 72% 74% 73% 
New Haven atnitacdacnros teat 82 79 82 78 81 80 
Hartford Citys nesies-ae 77 82 78 77 71 71 
Monden so o§. a recot ta peers 92 93 88 89 =o aoe 
Rrovidence mm a at eee 78 66 68 69 65 67 


* Includes gross plus other income. 


For companies situated as these companies are in cities of 
moderate size it would appear that a normal operating ratio 
lies between 70 and 80 per cent. A normal total capitalization, 
on the other hand, appears to be between 2 % and 4 time’ gross 
earnings. It is impossible, of course, to make generalizations 
applying to the whole industry. These suggestions, therefore, 
should serve largely to direct attention to the basis of com- 
parison rather than to serve as a standard for any particular 
company. What the ratio should be in a specific case will be 
determined after a study of other pertinent data. 

Analysis of capital structure—As to what constitutes a 
proper capital structure, and as to what constitutes proper 
safety factors for the bonds of gas companies, it may be said 
that essentially the same tests are applicable as were suggested 
in the case of electric light and power companies. Interest 
charges should be earned at least twice over a period of years 
and the bonds should be followed by an equity equal, at least, 
to the par value of the bonds outstanding, We would not 





13 Made by the author in 1925 and extended in 1927. 
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expect, therefore, to find bonds constituting much more than 
one-half the total capitalization of the company. 
Summary.—In summary it may be said that the gas industry 
has survived the severe crisis presented by the rapid develop- 
ment of the electrical industry and now appears to be in.a 
satisfactory condition. Consequently, the securities of prop- 
erly managed gas companies may be considered as conservative 
investments. It is estimated that at present there are but 1,015 
meters in receivership out of a total of more than 10,000,000 
actually in service. While perhaps not so widely recognized 
as the electric light and power industry, the manufacture and 
sale of gas nevertheless plays a vitally important part in our 
industrial and commercial life and will no doubt continue to 
play an increasingly important part for some time to come. 


Street Railways 


Unfortunate position of electric railways.—The electric 
railway industry is perhaps the most unfortunate of all the 
so-called public utilities. In outward appearances, at least, 
the industry started under auspicious circumstances and showed 
a fairly healthy growth until economic conditions began to 
change during the Great War. Thus, in 1890, we find 789 
companies operating 8,123 miles of track. By 1902 the num- 
ber of companies had increased to 987, but trackage had 
increased by more than 150 per cent, amounting in that year 
to 22,577 miles. By 1912 miles of line operated had increased 
to 40,065, and in 1917, to 44,835. Since that time there has 
been an actual decrease in miles of track operated, the figure 
being 43,932 for 1922, the last year for which census figures 
are available. 

Recent receiverships.—The entire story of the failure of 
electric railway companies to live up to the performances of 
other public utilities is not told, however, in terms of miles 
operated. An even more unattractive picture is found in the 
record of receiverships of electric railway companies. Evi- 
dence of this nature is given in the following table: 





14 “UJ, S, Statistical Abstract,” 1926, p. 402. Much of the mileage operated in 
1890 was adapted to horse cars. 
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ELECTRIC RAILWAYS PLACED UNDER RECEIVERSHIP * 


(Six-year Averages, 1909-1926) 


Average Average Outstanding Securities 
Number Number Stocks Bonds 
Years of of Miles 
Companies of Track (Averages in $1,000) 
Opi Gl, segdnocoasHasdoc 18 476 $26,518 $ 36,708 
OPI —IGPIey Heacouae ane obo so 27 1,592 88,474 105,409 
PRES OPS coonsod aotneces bn 15 921 26,171 46,527 


* “U. S. Statistical Abstract,” 1926, p. 408. 


Present situation, cause of —While it is true that the elec- 
tric railways of this country have suffered severely from the 
competition of other forms of transportation, notably the bus 
and the private automobile, as well as from rising costs of 
operation, it is also true that the early development of many 
electric railway companies was not entirely sound. These com- 
panies were frequently overcapitalized. Nor is this strange, 
when one considers the novelty that electric traction held for 
the public from, say, 1890 to 1905, and the optimism with 
which this form of transportation was first received. Promot- 
ers, quite naturally, capitalized the concerns in which they were 
interested on the basis of the earning power which they ex- 
pected would later develop; and, when mergers or consolida- 
tions of independent lines into systems took place, the operation 
of increasing capitalization was repeated. In this way it is 
probably true that the industry was in a vulnerable position 
when it was required to face the test of adverse conditions, 
induced partly by the War and partly by the wide increase in 
the use of private automobiles and buses. 

Effect of automobiles on earnings of trolley companies.— 
A pertinent question at present is whether traction companies 
will ever be able to regain their former status. In seeking an 
answer to this question it must be admitted that, in so far as 
recent conditions are temporary, recovery for the securities of 
this type of company may be expected. It is necessary, there- 
fore, to review briefly the essential causes for the decline in 
earnings of traction companies and the possibilities of improve- 
ment. The most obvious development of an adverse nature 
has been the increased use of gasoline-propelled vehicles. The 
number of automobiles registered in the United States has 
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shown a remarkable increase during the past decade as indi- 
cated by the following chart: 
Fig. 20.—Trends of Electric Railway Passenger Traffic and Passenger 


Automobile Registration—United States. Electric Railway 
Passengers, 1890-1922. 


Bitarens oF PLLionS OF AUTO- 
Ratamay Passensens Froeirce RecisTRaTions 


hiednatlteh orl ieee 


AA thw 
REVENUE PASSENGERS CARRIED igebaia 





U.S. Census, 1924, 1925, and 1926, Survey of Current Business. (Estimated from reports of railways 
carrying approzimately 68% of total passengers.) Automobile Registrations—" Facts and Figures of 
the Automobile Industry"' (1927 ed.), p. 4. 


It is interesting to note in this connection that, while auto- 
mobile registration has been increasing at a very rapid rate, 
there has likewise been an increase in the number of passengers 
carried annually by street railways during the period. The 
figures shown here are somewhat misleading, however, because 
some roads have been affected much more than others. In 
any event, the increased use of automobiles has served to check 
the growth in number of passengers carried, especially on 
interurban lines, as is indicated by the slow rate of increase 
after 1917. Had the number of automobiles registered shown 
only a moderate increase after 1917, it is not unlikely that a 
larger increase in passengers carried might have taken place, 
thus offsetting in some degree at least the unfavorable effect 
of rising costs of operation. 

Bus and jitney competition: present situation.—Bus and 
jitney competition must also be taken into consideration. In 
some communities the privately operated bus has entirely dis- 
placed the electric railway. This, however, has taken place 
usually in small communities, where trafic proved insufficient 
to enable the operation of an electric railway system on a 
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profitable basis. In other communities local bus and jitney 
operation has been restricted for the most part to runs not 
served at all by the trolley. In other words, the traction com- 
pany, where it has survived, is now often protected against 
unrestricted bus or jitney competition. Furthermore, the trac- 
tion companies themselves are at present operating buses on 
an increasing scale. In this way they have been able to extend 
service into areas where trolley service would be unprofitable, 
and they have also used bus lines as feeders to their regular 
trolley service. In 1920 there were but 73 buses operated in 
the United States by electric railways, whereas, in 1925, there 
were 4,452 buses so operated.** It would appear, therefore, 
that, except on interstate trafhe where the bus problem has not 
been solved, competition from this source is no longer serious 
to the traction industry. 

In considering the future effect of the automobile on the 
passenger trafic of electric railways, the extreme congestion 
already resulting in our larger cities from the use of automo- 
biles must be taken into account. The lack of proper parking 
accommodations and the necessity for more and more severe 
trafic and parking ordinances have already made themselves 
felt in our larger cities, with the result that more people are 
using the trolley car for business and shopping purposes than 
formerly. It is quite probable that the next decade will witness 
a satisfactory increase in the use of electric transportation in 
the larger communities, that 1s, cities with a population in excess 
of 100,000. 

Rising costs of operation, rates, and profits.—The financial 
difficulties of our electric railways after 1917 were probably 
brought about by the rapid increase in commodity prices and 
wages as much as by any other one cause. This increase in 
operating expenses proved particularly burdensome to the trac- 
tion companies, since they were often prevented, by reasons 
partly political and partly economic, from raising the prices of 
their services correspondingly. The combined operating ratios 
of 213 electric railways located in the larger cities increased 
from 58% per cent in 1912 to 70% per cent in 1924. This 
situation is more strikingly shown in the matter of wages. In 
1913, for instance, wages absorbed nearly one third of the 
operating revenue of a typical traction company. Wages in- 





15 “Bulletin No. 48,” American Electric Railway Association, Oct. 1, 1925. 
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creased from a basis of 100 per cent in 1913 to 206 per cent 
in 1924. During this same period, cash fares increased from 
100 per cent to 153 per cent only.*® This situation, however, 
is one that is subject to some correction. 

Recent tendencies.—In contrast with the electric light and 
power industry which recovered rapidly after the post War 
depression, operating results of electric railways continue unfa- 
vorable. Average fares declined rather substantially during 
1922, 1923, and 1924, although in 1925 and 1926 there was 
a slight advance in fares. Revenue passengers carried declined 
during 1924 and 1925, although the present tendency is slightly 
upward. Net revenues, on the other hand, declined rapidly 
during 1923 and 1924, and as late as 1926 failed to improve 
substantially. The following chart,’’ based on the operations 
of 80 selected roads, shows these tendencies very clearly. 
Fig. 21—Trend of Revenues and Expenses—Electric Railways. The 

Trend is the Moving Daily Average, or the Annual Total as 


at the End of Each Month Divided by the Number of sve 
in the Year. 
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Bulletin No. 104, Amer. Elec. Ry. Assoc., Oct. 1, 1926, p. 10. 





16 “Bulletin No. 48,” American Electric Railway Association, Oct. 1, 1925. 
17 Taken from “Bulletin No. 104,” Oct. 1, 1926, p. 10. 
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At the present writing (1928) there is nothing to indicate 
an early recovery in the electric railway industry, although 
there is a disposition to feel that the increased automobile con- 
gestion in metropolitan areas will force more people in the 
future to use the electric railway. If such a tendency evidences 
itself during the next decade it will undoubtedly help the elec- 
tric railway industry, especially in the larger cities. 

Analysis of territorial factors and population.—A study of 
the securities of individual electric railways presents certain 
interesting problems. In the matter of population distribu- 
tion, it is important that an analysis be made of the extent of 
population served, normal community growth, and the distribu- 
tion of population. ‘Topographical features likewise have an 
important influence on costs. The presence of grades adds to 
operating costs, whereas communities situated along river 
banks or shore fronts can expand in only one direction. Where 
the latter situation exists, the trafic density on certain lines of 
the local railway system is often kept down, especially where 
they do not run through the center of the areas they serve 
but on the outer edge. The existence of growing suburban 
areas is often more advantageous to the traction company than 
a heavily populated centralized area. In localized areas the 
average haul is often so short that an increase in fares tends 
to discourage riding, whereas, if the average haul is long, 
transportation is indispensable. On the other hand, the exist- 
ence of thinly populated areas some distance from the civic 
center of the community is not desirable, for this necessitates 
long hauls with inadequate traffic. 

Measurements of traffic density—Trafhic density of an 
electric railway may be computed, either by dividing the num- 
ber of passengers carried annually by the number of car miles 
run, or by dividing the number of revenue passengers carried 
annually by the total investment of the company. The first 
ratio furnishes information concerning the extent to which 
actual cars operated have been utilized, the second indicates 
the number of passengers accommodated or handled per dollar 
of investment. Fares charged should be taken into considera- 
tion when the preceding ratios are compared for different lines. 
A road with a five-cent fare will have to carry twice as many 
passengers as a road charging a ten-cent fare in order to derive 
the same gross earnings.”® 


18 This situation is admirably illustrated by a comparison of the Interborough 
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Capitalization per mile of track.—Another basis sometimes 
used for comparing different roads is capitalization per mile 
of track. Such a study has the advantage of testing the real 
value of the equities behind a particular issue of bonds or 
stock. In using this base, however, it is necessary to consider 
the nature of the territory served. The Interborough Rapid 
Transit System, for instance, was capitalized in 1926 at 
$814,000 per mile of track operated, while funded debt 
amounted to about $702,300 per mile. The Boston Elevated, 
on the other hand, was capitalized at $204,300 per mile, 
whereas funded debt amounted to $100,400. These figures 
are not excessive, when one considers the elaborate subway 
and elevated construction necessary, and the extremely heavy 
trafic handled, especially by the former system. In small locali- 
ties, ranging from 100,000 to 250,000 population, a total 
capitalization of $50,000 per mile of track probably is the 
customary maximum. In such cases, bonded debt should not 
exceed $25,000 to $30,000 per mile. In the case of small 
communities, the local situation is controlling in respect to the 
value of trackage. Where there is adequate traffic to assure 
profitable operation, trackage may have a value as high as 
$20,000 to $30,000 a mile. In other cases, where traffic is so 
light that operating costs are not being met, trackage may be 
worth only its junk value.” 

Operating ratios, capital structure, charges, earnings.— 
Regarding the matter of operating ratios, the relation of 
funded debt to total investment, and the relation of charges 
to earnings, about the same conditions will exist as were 
previously suggested for other types of public utility com- 
panies. Operating ratios to-day for well managed traction 
companies will probably average from 70 to 75 per cent. 

In reference to bonded debt and fixed charges, the con- 
dition of the industry demands, perhaps, more conserva- 








Rapid Transit of New York with the Boston Elevated Railway Company. The 
former system operates largely under a 5-cent fare, while the latter operates 
on a ro-cent fare. The number of revenue passengers carried per dollar of 
book investment for the Interborough in 1926 was 3.65, for the Boston Elevated, 
3.66. Capital invested per dollar of gross for the Interborough, however, was 
$5.70 as compared with $3.49 for the Boston Elevated. While density was 
practically the same in respect to investment for both roads, the latter company 
was able to earn a much larger gross on each dollar of invested capital. 

19 During the years 1919 to 1926, inclusive, some 7,694 miles of track were 
sold under foreclosure. “U. S, Statistical Abstract,” 1926, p. 408. A considerable 
portion was later abandoned as worthless, 
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tive limits than in the case of electric power and light or gas 
bonds. Whereas a succeeding equity, which in terms of mar- 
ket value, just equals the amount of bonds outstanding, might 
well suffice in the former case, a succeeding equity of one and 
one-half to two times the bonds outstanding should be sought in 
the case of traction bonds. Likewise, charges should be earned, 
not two, but preferably from two and one-half to three times, 
in the case of traction bonds, if one is to obtain protection 
against further unfavorable developments. 

Maintenance and depreciation policies——A constant check 
on the maintenance and depreciation policies of the company 
is likewise highly important. Based on studies made by the 
American Electric Railway Association, it appears that electric 
railways in this country since 1913 have neglected car replace- 
ments to an extent that requires more than passing attention. 
The normal life of a car may be considered as twenty years. 
During the years 1907 to 1924, inclusive, the roads studied 
by the association owned, on the average, 75,000 cars; so that, 
on the average, it would be expected that 3,800 new cars 
should have been purchased annually to replace all the cars 
over the twenty-year period. For the period studied, however, 
there were actually purchased only 57,450 cars against theo- 
retical requirements of 68,000.”° 

In the matter of depreciation, it is dificult to set up an 
arbitrary ratio that should be charged in all cases. For com- 
parative purposes, however, many statisticians hold that a fair 
standard for maintenance and depreciation expenses combined 
is 22% per cent of gross revenues. A road that is allowing 
approximately this amount for these two accounts combined is 
probably being well provided for. High wages and operating 
costs, however, have caused many companies to defer mainte- 
nance at the expense of the roadbed and the equipment. In 
such cases, the value of the property is impaired and roads 
which pursue this policy should be avoided for investment 
purposes. 

The franchise and public attitudes: the New York situa- 
tion.—Electric railway companies operate under franchises in 
much the same way as other public utilities and they are like- 
wise under legislative control, which, customarily, is delegated 





20 “Bulletin No. 48,” American Electric Railway Association. 
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to a utilities commission. It is necessary, therefore, to con- 
sider not only the length of life of the franchise under which 
a particular company operates, but also the terms of the fran- 
chise and the possibilities of renewal at maturity. The political 
situation in the territory is likewise important. The New York 
City traction companies, for example, have been unable to 
secure any substantial advance in fares during recent years to 
offset rising costs, partly on account of the terms of the fran- 
chises under which they operate and partly on account of the 
political situation in New York. Despite a widespread appeal 
for a revision of their agreements to provide for an increase 
in fares, the city government has so far refused any real 
modifications and the basic fare in New York still remains at 
five cents. As a result, practically all the New York traction 
companies have gone through drastic reorganizations during 
the past five years. The Interborough Rapid Transit Com- 
pany was reorganized in 1922 and the old Brooklyn Rapid 
Transit Company, which operated, among other lines, all the 
elevated lines of New York, was reorganized by the formation 
of a new company known as the Brooklyn-Manhattan Transit 
Corporation, in May, 1923. As a result of a revision in the 
rental contracts with the city and a scaling down of capital 
structures, as well as a reduction in operating costs, these roads 
are now doing somewhat better than formerly. 

Boston Elevated.—In Boston a somewhat similar situation 
threatened to develop. Rising costs made private operation 
unprofitable, despite increased fares. Confronted with labor 
troubles, interrupted service, and receivership, the company 
and the state of Massachusetts, in 1918, entered into a con- 
tract whereby the properties were to be operated by five trus- 
tees who were authorized to fix fares and transfer privileges 
at a point sufficient to cover operating costs and fixed charges, 
preferred dividends of 7 and 8 per cent on the preferred stock, 
and a specified dividend rate on common stock.** At the end 
of the period of public control, which was to last ten years, 
or longer at the option of the Commonwealth, the road reverts 
to the board of directors of the company who may continue to 
operate it on the same cost of service plan. 





21 Common dividends were to be provided for as follows: $5 a share for 
the first two years of public operation; $5.50 a share for the next two years; 
and $6 thereafter. 
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Chicago Railways Company.—In the case of the Chicago 
Railways Company there is a distinctly undesirable situation. 
The old franchises under which this road operated expired 
February 1, 1927. After that date the company operated on 
a day-to-day permit. Under the terms of the previous fran- 
chise the city was given the right to purchase the properties 
at a fixed valuation plus additions and betterments. The fixed 
valuation for January I, 1927, was $93,986,705, to which was 
to be added the actual cost of any additions or betterments 
made after that date. The voters of the city, in 1925, refused 
to authorize a purchase of the properties, and the road is now 
in receivership. All the bond issues of the company matured 
simultaneously with the expiration of its franchises, and the 
company was unable to refund them due to the unsatisfactory 
character of the franchise situation. Consequently the prin- 
cipal of all of its bond issues is now in default, although the 
receivers still pay interest on the first mortgage bonds. 

The original franchise granted in 1907 provided for a five- 
cent fare, but during the period of War and post War infla- 
tion increases were granted, bringing the fare to seven cents 
in 1926. This increase has been subject to considerable litiga- 
tion. The political situation in the city of Chicago does not 
augur well for the financial outlook of this road. 

These situations are described for the purpose of empha- 
sizing the need of studying not only the financial factors in- 
volved in the operation of a company, but the franchises under 
which it operates and the relations it enjoys with the public. 


Water Companies 


General.—The supplying of water is one of the oldest forms 
of utility service. Important as the industry is to the public, 
it does not occupy a commensurate place in the field of invest- 
ment. In many communities, particularly in the larger ones, 
water systems are owned and operated by the municipality 
itself. Accordingly, many of the privately owned water works 
that exist in this country are found in small localities. Only 
six cities of the United States with a population in excess of 
100,000 now have privately owned plants. Furthermore, even 
in smaller localities, there is a tendency toward municipal 
ownership. Where private water companies operate, there is 
often an unsatisfactory political situation that reacts on the 
popularity of the security. 
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Sources of supply; territory; population—In making an 
examination of the securities of privately owned water com- 
panies, the recommended procedure is much the same, in gen- 
eral outline, as that suggested for other utility companies. One 
should start first with a study of those broader elements of 
the situation, such as sources of supply, territorial character- 
istics, and population. One of the most important factors that 
make for stability in the earnings of water companies is an 
adequate supply of pure water. It is true that impure water 
may be made satisfactory by the use of filtration plants, but 
this adds to production costs. The five most common sources 
of water supply are as follows: lakes, ponds, springs, rivers, 
and artesian wells. It is of the utmost importance that the 
supply, whatever its source, be constant. In the case of lakes, 
ponds, and rivers, much depends upon the drainage and the 
regularity of rainfall in the area served. Where the rainfall 
is irregular, adequate reservoir facilities are necessary to assure 
supply during times of drought. In the case of artesian wells, 
there is less dependence on rainfall, yet a sustained drought 
may jeopardize this supply also. 

The nature of the territory served by the water system is 
also an important factor to analyze. Here our interest lies 
in the extent to which gravity may be used as a means of dis- 
tribution instead of a pumping plant. The nature of the soil 
and the character of the topography also make a difference in 
the cost of installing and maintaining mains. The density and 
average per capita wealth of the population in the area served 
will determine the extent to which plant and equipment can 
profitably be utilized. Plants serving sparsely settled terri- 
tories naturally require a much heavier investment in relation 
to sales than do thickly populated areas. Similarly, wealthy 
communities use more water per capita than do poorer locali- 
ties. The problem of distribution in the case of water com- 
panies is similar to that found in the case of gas companies, 
and it is possible to work out the same kind of data repre- 
senting density and utilization as in the case of gas companies. 
For example, in comparing one company with another, “cus- 
tomers per mile of main,” “population per mile of main,” or 
sales (either in terms of dollars or cubic feet of water) will 
all prove valuable ratios. 
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Capitalization statistics—Similar investigation may be made 
in respect to capitalization. ‘Thus, we may compare the capi- 
talization ‘per mile of main,” “per thousand cubic feet of 
water sold,” ‘per dollar of gross revenue,” or “per customer” 
of different companies. It will be found that many of the 
better managed companies are capitalized from $35 to $45 
per capita of population served. Cities and towns under 
$0,000 population should not be capitalized substantially over 
$40 per capita. Larger cities can safely show a somewhat 
higher capitalization if the use of water is greater per cus- 
tomer, although, as a rule, capitalization per capita will be 
lower in the larger cities. 

It was pointed out in the case of hydroelectric companies 
that the proportion of total capitalization might be relatively 
high in relation to stock or ownership investment on account 
of the proportionately large fixed investment. The same ap- 
plies to water companies. Normally, operating ratios will be 
low in the case of such companies, because very little labor is 
required except that used in connection with maintenance and 
repairs. Most of the investment in water companies is like- 
wise fixed. Accordingly, one may expect to find the ratio of 
bonds to stock equity relatively high among such companies. 

Maintenance and depreciation—The problem of mainte- 
nance and depreciation is present in the case of water compa- 
nies in no less degree than in the case of other public utilities. 
While it is true that depreciation may be slow in the case of 
a water plant, nevertheless it is sure. Furthermore, the agegre- 
gate depreciation rate to be applied in different companies will 
vary. If one company is required to operate an elaborate 
pumping plant while another depends on gravity, the former 
may be expected to have a higher depreciation rate than the 
latter. In any event, depreciation is recognized by the courts 
as a legitimate charge against earnings in the case of water 
companies in no less degree than in the case of other utilities.” 

Investment risk and the franchise.—Were it not for the 
possibility of condemnation proceedings which at all times 








22 Knoxville v. Knoxville Water Company, 212 U. S. 1, 14, 29 Sup. Ct. 148, 
152, 53 L. ed. 371; Des Moines Water Co. v. City of Des Moines, 192 Fed. 193. 
Whereas the matter at issue in the Knoxville case was whether it should be 


allowed to charge depreciation; it is often cited to show the attitude of the 
courts toward depreciation in general, 
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threaten private water companies, there would be very little in- 
vestment risk present. Water companies supply the most neces- 
sary of all utility services and unquestionably enjoy the greatest 
stability of demand for their product. There is no substitu- 
tion for the products of the water company. Fluctuation in 
earnings arising from changes in demand are almost unknown 
in the case of water companies. Furthermore, the credit risk 
inherent in private enterprises is eliminated, for, if payments 
are not promptly made upon the rendering of statements, the 
supply is cut off. Many companies also require advance pay- 
ments equivalent to normal consumption 

The existence of a long term franchise is not necessarily a 
protection against possible confiscation, as evidenced by the 
experience of the Denver Water Works Company. A more 
desirable situation is found, where the franchise contains a 
clause in which are defined the exact conditions under which 
the city may purchase the property. In such cases, there is 
less likelihood of a dispute arising as to the price and terms 
under which the municipality may acquire the property. 

The danger of confiscation is, of course, minimized, where 
rates are equitable and reasonable. Where a high rate is neces- 
sary to enable the company to show a proper return on its 
capital, the situation is not entirely desirable, in as much as 
high rates, regardless of the ultimate return afforded, engender 
a feeling of hostility. Where rates and the resulting return 
are both reasonable, private operation may be tolerated for an 
indefinite period. 

Market for water company securities——Bonds of private 
water companies, and particularly stocks of independently 
operated water companies, are not a well-known type of invest- 
ment. The market for such securities, therefore, is narrow. 
Nevertheless, issues of the better managed companies invari- 
ably sell on as favorable a basis as other utility issues, often 
because of the local demand that exists for such securities. 
It cannot be said, however, that the bonds of smaller water 
companies in distant locations are an attractive investment for 
the average investor. True, there may be a minimum of invest- 
ment risk, yet a definite knowledge of this cannot always be 
easily established, and the outsider often pays a premium to 
account for a local prejudice in favor of the issue. There are 
many elements of risk likely to arise in a particular case, be- 
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cause of local politics and contested features in the franchise 
which may prove disagreeable to the outside investor, and 
which the local investor is often in a much better position to 
anticipate. 


Telephone and Telegraph Companies 


Organization of the industry.—The telephone field in the 
United States is dominated by the American Telephone & Tele- 
graph Company, whereas the Western Union Telegraph and 
Postal Telegraph companies control practically all the tele- 
graph business of the country. The American Telephone & 
Telegraph Company at one time owned about one fifth of the 
total common stock of the Western Union Telephone & Tele- 
graph Company and attempted to coordinate the activities of 
the two companies, but was obliged to abandon this plan in 
1913 on account of the attitude of the Government.” At the 
present time, there is no connection between these three com- 
panies. 

Development of the telephone.—The use of the telephone 
in this country has shown a remarkable development. In 1902 
there was a total of 2,371,044 telephones in use; in 1907, 
6,118,578; 1n 1912, 8,729,5923.1n 1917, 1157103520; 1int1922, 
14,347;395.* Of the entire number of telephones in use in 
1922, slightly over 14,000,000 were either owned by the Bell 
system or connected therewith; 9,500,000 were actually Bell- 
owned. In 1926, there were 12,816,000 Bell-owned and Bell- 
connecting phones out of a total of 17,574,000. It is thus 
seen that any discussion of telephone and telegraph securities 
must deal almost entirely with the Bell system, which consists 
of the American Telephone & Telegraph Company and asso- 
ciated companies. 

Analysis of American Telephone & Telegraph Company. 
—The American Telephone & Telegraph Company is a hold- 
ing company, which owns all or a substantial part of the stock 
of some 35 subsidiaries, for the most part telephone and 
telegraph companies operating in the United States, Canada, 
and Cuba, and which also operates toll lines through its long 





°° Stehman, J. W., “The Financial History of the American Telephone & 
Telegraph Co.,” PP. 147-154, 1925, Houghton Mifflin Co., Boston. 
24“U, S. Statistical Abstract,” 1925, pp. 347, 350. 
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lines department. It owns over 95 per cent of the stock of 
the Western Electric Company, which manufactures equipment 
and supplies. The income which the American Telephone & 
Telegraph Company receives, therefore, consists of dividends 
and interest paid on its security holdings, and of payments 
received for services rendered under contracts with subsidiary 
companies, which services include the furnishing and maintain- 
ing of telephone instruments, providing for interconnections 
between regional operating companies by long distance lines, 
short time as well as permanent financing, developmental re- 
search, and patent protection in connection with the art of 
‘telephony. As in the case of holding companies in general, 
so here we must consider real earnings to be, not the actual 
dividends and interest received from securities of subsidiaries 
owned, but the proportionate equity in undistributed earnings 
of subsidiaries. 

Financial condition of parent company.—Earnings of the 
parent company have shown a consistent and fairly regular 
annual increase for many years, as is shown by the following 
table: 


NET INCOME AND DIVIDENDS PAID—AMERICAN TELEPHONE & 
TELEGRAPH CO. 


(Annual Report, 1925) 


Net Dividends Net Dividends 
Year Income Paid Year Income Paid 
1900, atone $ 5,486,058  $ 4,078,601 MS cavouer $32,920,090 $27,454,037 
MCG Gooner 7,398,286 5,054,024 LOA rte tats 32,334,814 27,572,675 
ROO2 ere cnr 7,835,272 6,584,404 IGP aos Gowe 34,618,638 29,100,591 
OEY an ouaoe 10,564,665 8,619,151 TOMO caret 38,013,277 31,122,187 
LQO4™ ersten 11,275,702 9,799,118 ORG) cece at 38,471,106 32,481,614 
LOQOSme te ists 13,034,038 9,866,355 TOUS eee er 43,901,322 35,229,699 
1906 .....-- 12,970,937 10,195,233 1919 .------ 44,395,79% 35,356,334 
TOOT. tes 16,269,388 10,943,644 LO2Ono 51,821,216 35,376,793 
TOQOS) serait 18,121,707 12,459,156 NOPIE SH ecred 54,002,704 42,674,403 
Gen) ga aoc 23,095,389 17,036,276 NQ22 ieieerus ais 66,170,428 52,971,252 
iMONGY nasdoos 26,855,893 20,776,822 1923 ....--. 81,692,181 63,274,388 
TOU epee 27,733,265 22,169,450 OP. ‘neocon de 91,046,321 70,918,227 
HM aoooecs 32,062,945 26,015,588 OPIS bchooud 107,405,046 81,044,426 * 
PLY Gocndcc 116,990,400 86,496,345* 


* From Reports for years 1925 and 1926, respectively. 


In fact, there has been an increase in annual net income each 
year since 1900, excepting 1906 and 1914. For the 
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five-year period, 1922 to 1926, inclusive, total fixed charges 
for the entire system, including bonds of the American Tele- 
phone & Telegraph Company, were earned on the average 
between 314 and 4 times, and net earnings available for com- 
mon dividends reported by the American Telephone & Tele- 
graph Company averaged for the same period $11.51 per 
share.> The monopolistic character of the industry, the vi- 
tally important: part it plays in our economic structure, the 
present tendency toward reasonable regulation, combined with 
the splendid financial record of the company, require that its 
securities all be given a high rating at the present time. 

Subsidiary company investments.—In analyzing the securi- 
ties of the subsidiary companies of the Bell system, it is neces- 
sary to determine the past earning record of the company 
under consideration, its opportunities for growth, the attitude 
of local regulatory bodies, and its capital structure. Nearly 
all the underlying securities, that is, bonds, of the subsidiary 
companies are relatively safe, and, in the case of some of the 
larger companies, such as the Southern New England Tele- 
phone & Telegraph Company, the New York Telephone Com- 
pany, the Bell Telephone Company of Pennsylvania, and the 
Pacific Telephone & Telegraph Company, the stocks occupy a 
high investment status as well. 

Independents limited.—While there are a number of inde- 
pendent telephone companies in the United States, they operate 
only a limited number of the country’s total stations. Invest- 
ments therein should be made cautiously and only after a care- 
ful survey of the territory in which they operate and of their 
relations with the Bell system, as well as a study of their 
earnings and capital structure. Furthermore, it is generally 
true that small independent companies, that is, companies with 
a gross income of less than $1,000,000, are at a distinct dis- 
advantage in respect to overhead costs and consequently do 
not offer satisfactory opportunities for investment. 

Telegraphs.—Over four fifths of the land telegraph service 
in the United States is handled by the lines of the Western 
Union Telegraph Company and telegraph communication is 
established with all parts of the world through its cable system 
and connections. Eight trans-Atlantic cables are operated, of 





25 See Annual Report for year 1926, p. 23. 
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which seven are leased and one (of the new permalloy type) 
is owned by the company. Some idea of the magnitude of the 
company is indicated by the fact that at the end of 1926 the 
system comprised about 200,000 miles of pole lines; 3,300 
miles of land line cable; 28,800 nautical miles of ocean cables; 
and 24,700 telegraph offices. Total miles of wire operated 
approximated 1,633,000.”° . 

The company is in a strong financial position. At the close 
of 1926 there were $72,651,000 of bonds outstanding and 
$99,786,530 of common stock (exclusive of a small amount 
of subsidiary stock). The surplus account stood at $71,404,- 
042. The book value of the common stock was thus about 
$185.50 per share. Operations have grown rapidly since 1922 
as shown by the following table: 


OPERATING RESULTS—WESTERN UNION TELEGRAPH CO. 


(1922-1926, Inclusive) 


Times Earnings 

Gross Operating Charges per Share 

Revenues Ratio Earned Common 

Year (in $1,000) 

BEA Shag: ont 6 Sica ROR PERE $134,465 88.33% Tea $15.24 
OPIS ese wagito mea beerose C 127,078 87.05 WiaOs 16.22 
NODA ecto ore sr neisuaperensicvensts 112,862 88.23 6.76 eh ely 
FOP Absa te S hog ds abit 111,734 87.45 6.90 13.64 
1 CPI Gate Bb eno ERS h a SMR 105,448 86.91 6.70 13.19 


The Postal Telegraph and Commercial Cable systems, 
known as the Mackay Companies, are also highly regarded, 
although they do not furnish sufficient financial data to enable 
one to make an intelligent analysis. 





26 “Standard Statistics,’ Standard Corporation Records. 


CHAPTER XVIII 
RAILROAD SECURITIES—GENERAL 


Importance of railroad securities in American finance.— 
Among the first enterprises to be conducted under the cor- 
porate form of organization in this country were the railroads. 
Consequently, we find that railroad securities have long played 
an important part in the American investment field. It might 
almost be said that investment interest in private corporations 
before the Civil War was limited to the securities of banks and 
railroads. Despite the more rapid growth of industrial enter- 
prises after 1865, industrial securities played a relatively unim- 
portant part in our financial history prior to 1900, being 
decidedly subordinated to those of the railroads. It is true 
that the recent growth in public utility financing has brought 
before the investing public an industry with many of the invest- 
ment characteristics of the railroad industry. Furthermore, 
the rapid industrial expansion of the twentieth century has 
resulted in an enormous volume of industrial financing. Never- 
theless, it must be admitted that railroad securities to-day still 
continue to occupy first position both as to investment interest 
and relative importance. 

Capital requirements of the railway industry.—The total 
par value of all railroad securities outstanding at the end of 
1925, according to the Interstate Commerce Commission, was 
$18,621,343,023.. This figure compares with an estimated 





1 These were divided as to type in the following proportions: 


Mortgage Bonds. eee eerie Coe ree $ 7,807,490,797 
Gollaterali@icusteBonds cere 1,065,086,778 
Incomé#Bonds* ta -2i. erat: CRE eter 307,898,358 
Miscellaneous Obligations ................ 444,927,376 
Equipments Drustsie heen ee ree eee rer 1,052,823,824 

Motalg@bligations seeme ete eee $10,678,227,133 
Preferred Stocks 


svahro ops at esnane¥eceyatta a isterevaiete oe rS 1,774,927 ,081 
CommonweStocksere menor nee 6,168,188, 809 


eee $ 7,943,115,890 
Grand @hotalt@apital ee eee $18,621,343,023 


Moody’s, “Manual of Investments,” “Steam Railroads,” 1927, p. xxiii. 
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total investment in public utility companies, electric light and 
power, gas, street railway, and telephone, of $18,844,450,000, 
in 1926.2, Another comparison may be made with two of our 
most important manufacturing industries. The total capital 
employed in the manufacture of iron and steel in 1919 was 
$8,711,843,000,° while a similar figure for the automobile 
industry in 1926 has been estimated at $2,089,498,325.* 
These comparative figures are given to show that the mere 
size of the industry and the volume of railway securities out- 
standing are alone sufficient justification for the investment 
interest surrounding the field. 

Stability of railway earnings.—Other reasons for the pres- 
ent status of railway securities as premier investments exist, 
however. The services which the railroads of this country 
render are, of course, indispensable. For this reason, there 
is present in the railroad industry a certain stability in earnings 
and property values, characteristic of most public utility indus- 
tries, but lacking in the case of most industrial enterprises. 
Even though railroad earnings fluctuate to some extent in sym- 
pathy with business conditions, there is a feeling, well justified 
by the logic of the situation, that the railroad business is rela- 
tively permanent and must grow, over a period of years, to 
meet the needs of an ever-increasing population. 

Monopolistic tendencies in the industry.—If one studies 
the history of American railroads he will note periods of 
severe cutthroat competition. There was a time, in fact, when 
various state legislatures thought that the entire railroad prob- 
lem could be solved by competition, and, to that end, sought 
to encourage the building of as many.competitive lines as pos- 
sible. They failed, however, to recognize the fact that the 
business of railroading is inherently monopolistic. Indeed, the 
situation is analogous to that found in the public utility field. 
Cutthroat competition is inevitable, where two or more roads 
operate in a territory, unless there is sufficient business to keep 
all lines operating at capacity, or unless rates are strictly 
regulated by a powerful commission as at present. The ultimate 
result of this cutthroat competition is either the absorption of 
the weak lines by the strongest or else some sort of an agree- 








2 Moody’s “Public Utility Manual,” 1927, p. xviii. 
3“, §. Statistical Abstract,” 1923, p. 292. 
4 See note 1, p. 38. 
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ment to maintain rates. In the end, competition is supplanted 
by monopoly. This is logical, in view of the operation of the 
economic law of increasing returns, which applies so directly 
to the railroad industry. Until there is adequate trafhc to keep 
one line operating at full capacity it is uneconomical to build 
another; and even then it is generally cheaper to expand the 
facilities of the first, rather than to promote a new company. 

Commission control, desirability of —The real solution to 
the railroad problem, therefore, is to be found in a system 
of privately owned railroads, operating under conditions of 
monopoly, but regulated by some sort of commission. ‘This 
assures the economies of large scale operation, but safeguards 
the public against unreasonable rates. The legal justifications 
for legislative or commission control of public utility enter- 
prises have already been discussed at length in previous 
chapters and will not be reiterated at this point, for precisely 
the same arguments apply to the railroad industry as apply 
to public utilities.° At the present time, there is no attempt 
to encourage competitive railroad building, but rather to effect, 
proper control over privately operated roads through the Inter- 
state Commerce Commission. The idea of competition has 
not been entirely given up, it is true, in that mergers of compet- 
ing lines are still looked upon askance. Nevertheless, rates are 
now initiated, not by the roads but by the Interstate Commerce 
Commission, and such competition as is effected, therefore, 
must be in matters of service, not of charges. Consequently 
our railroads are not subject to the same forces of competition 
that constantly threaten the profits of industrial enterprises, 
and for that reason the profits of any given railroad company 
are likely to be far more uniform over a period of years than 
are the profits of a typical industrial company. 

Effect of commission control on profits.—In our study of 
public utility investments, it was found that the existence of 
legislative control, exercised through some form of commis- 
sion, has a beneficial effect on the operating company, where 
this control is exercised in an enlightened manner. Of course, 
legislative control may be burdensome, and, even though it is 
not the intention of the legislature or commission to assume 
an arbitrary position, the inability of commissions to recognize 
changing economic conditions as rapidly as necessary some- 
times operates to the disadvantage of the regulated industry. 

5 See Chapter XV. 
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It must be recalled that the commission is a quasi judicial body 
and acts only upon consideration of proper evidence. Accord- 
ingly, when operating costs advance rapidly, as they did during 
and after the World War, it is impossible, in many instances, 
for the various utility and railroad commissions to act on ap- 
plications for rate increases in sufficient time to relieve the 
regulated companies from all losses. Nevertheless, where 
judiciously exercised, commission control is on the whole ad- 
vantageous to investors in public utility enterprises. 

Legislative control over railroads: Interstate Commerce 
Commission.—At first the railroads of this country were regu- 
lated largely by state legislatures or state commissions. In 
1887 the Interstate Commerce Commission was created for 
the purpose of regulating railroads engaged in interstate com- 
merce. The act of 1887 marks the real beginning of a long 
era of development in the solution of the railroad problem 
in this country. The Commission at that time was granted 
the power to determine reasonable maximum rates, and to 
require accounting reports at such times and in such forms as 
it saw fit. Discrimination and pooling were forbidden and 
rates were required to be published. The act, however, was 
not clearly worded in all sections and a long series of legal 
battles was fought over disputed points. The courts in many 
cases decided in favor of the railroads. Subsequent legislation, 
therefore, became imperative. 

The first important amendment to the original act was 
known as the Elkins Amendment of 1903. This dealt largely 
with the evils growing out of personal discrimination and 
rebates and did not greatly enlarge the powers of the Com- 
mission. The Hepburn Act of 1906, however, did substan- 
tially increase the Commission’s powers. Of particular sig- 
nificance to us was the power given to the Commission at that 
time over rates. This act provided that whenever, after full 
hearing and upon complaint, the Commission should be of the 
opinion that the rates of common carriers, or their regulations 
and practices affecting such rates, were unjust and unreason- 
able, it was empowered to prescribe the maximum rates, and 
the regulations and practices thereafter to be observed. 
Furthermore, the Commission’s orders (except for the pay- 
ments of money) were to take effect within not less than thirty 
days and to continue in force for not more than two years, 
unless suspended or set aside by the Commission or the courts. 
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The power of the Commission over railroad accounts was like- 
wise enlarged. Whereas the act of 1887 had authorized the 
Commission to require the railroads (and other common car- 
riers) to make annual reports, to answer specific questions put 
to them, and to adopt a uniform system of accounts, the Com- 
mission was hampered both by lack of authority to inspect and 
audit the accounts of railroad companies, and by the fact that 
means of enforcement were inadequate. The necessary man- 
datory provisions were applied by the so-called Hepburn Act, 
which provided that the detailed annual reports to be rendered 
by the carriers must be made under oath and filed with the 
Commission within three months after the close of the year to 
which they apply. Furthermore, the Commission might call, 
not only for annual reports, but also for monthly reports of 
earnings and expenses, and for special reports. The Commis- 
sion was even given the power to prescribe the forms of all 
accounts kept by the roads, and no other accounts might be 
kept other than those prescribed or approved by it. The Com- 
mission had the further right of access at all times to accounts 
of the road and authority to employ special examiners for pur- 
poses of audit and inspection. Severe penalties were prescribed 
for violations, and particularly where false entries were will- 
fully made. 

The next important revision in the powers of the Commis- 
sion was made in the Mann-Elkins Act of 1910. From our 
standpoint, the most important change made at this time again 
pertained to control over rates. This act provided that, when- 
ever there should be filed with the Interstate Commerce Com- 
mission any new rate, fare, or classification, the Commission 
should have authority, either on complaint or on its own 
initiative without complaint, to enter upon a hearing concern- 
ing the propriety of the proposed change. The old rate or 
classification remained in force pending the hearings and deci- 
sion on the application, for a period of 120 days beyond the 
time when they would have gone into effect. And if the Com- 
mission was unable to decide the case within 120 days an exten- 
sion of six months might be made. Under the provisions of 
this act the entire burden of proof as to the reasonableness 
of the proposed rates rested on the railroad and not, as 
hitherto, on the Commission. 

There were other important provisions in the Mann-Elkins 
Act, particularly those applying to the long and short haul 
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problem, and to the institution of the short lived Commerce 
Court. It was the broad extension of the rate making provi- 
sions, however, that had the most important effect on the in- 
vestment status of railroad securities. 

The act of 1910 authorized the Commission to suspend 
proposed changes in rates, and, if it found them unreasonable, 
to prevent their going into effect. This, however, required 
some sort of yardstick by which reasonableness could be 
measured. In other words, the question of ‘fair value” for 
rate making purposes was immediately raised. In 1913, there- 
fore, Congress passed the so-called Valuation Act, which 
directed the Commission to ascertain the value of all the 
property owned or used by every common carrier subject to 
the provisions of the act. More specifically, it was directed 
to ascertain and report in detail as to each piece of property 
used for common carrier purposes, the original cost to date, 
the cost of reproduction new, the cost of reproduction less 
depreciation, and to indicate the methods by which these costs 
were obtained. The Commission was also directed to report 
separately all other values and elements of value, if any, and 
the methods of value employed. In ascertaining the original 
cost, the Commission was to investigate the history and organ- 
ization of the corporation operating the property, its earnings 
and expenditures, and its assets and issues of securities. 
Further analysis was to be made of the original cost of all 
lands, rights of way, and terminals, and their present values. 
Properties acquired by gifts were to be separately shown. 
While the Commission was empowered to prescribe the 
method of procedure to be followed in carrying out its inves- 
tigations, and the form in which results were to be submitted, 
nevertheless, it was required to show the value of the property 
of every carrier as a whole and to show separately the value 
of its property in every state and territory. The work of 
valuation, started in 1913, is not yet complete, and it is doubt- 
ful that the task will ever be considered as finished. Neverthe- 
less, much work has been done, and the valuations established 
for the various roads are of special significance in view of the 
present control which the Commission is given over rates.° 

Effect of Mann-Elkins Act on railroad rates and earnings. 
—The decade from 1910 to 1920 witnessed changes in our 
economic structure of a revolutionary nature. The War, with 





® See p. 459. 
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its abnormal inflation in prices of commodities and wages, is 
familiar to all students of economics. Had the situation, as 
it existed in 1910, changed only gradually, it is probable that 
many years would have passed before any marked change took 
place in the attitude of the Commission and of Congress 
toward the railroad problem. During the first years that the 
Elkins Act was in effect, reasonable rates meant rates favor- 
able to the shipper, and not to the railroads. The Commission 
consistently refused to assume any obligations to assist the 
carriers in earning a fair return on their property values and 
moved very reluctantly during this period in granting any in- 
creases in rates. The relief which the roads might obtain from 
the courts was also delayed in view of the length of time re- 
quired to hear rate cases. And the losses incurred through 
inadequate rates pending hearings were irretrievably lost so 
far as the roads were concerned. In fact, from 1910 to 1920 
railroad earnings were so seriously affected by advancing costs 
and adverse decisions in respect to applications for higher 
rates that new capital investments were actually discouraged. 

Shortly after the passage of the Mann-Elkins Act of 1910, 
the railroads applied for increases in rates on the plea that 
higher operating costs were reducing their profits below 
reasonable levels.?. In February, 1911, two decisions were 
rendered by the Commission in which the requests for higher 
rates were denied.* The next important decision dealing with 
the carriers’ application for advanced rates was the so-called 
Five per Cent Case, decided on July 29, 1914.° In this case 
the Commission found the net operating income of the rail- 
roads in “‘ofhicial classification” territory (trunk line territory) 
to be smaller than was demanded in the public interest, but 
it gave very little relief. It approved, with some exceptions, 
an increase of 5 per cent as requested by the railroads on intra- 
territorial class or commodity rates in certain parts of this 
territory only. Other requests were denied. Shortly after the 
outbreak of the European War the entire 5 per cent advance 





7The Mann-Elkins Act, it will be recalled, gave the Commission power to 
suspend the operation of new rates for a period of 120 days pending a hearing 
as to reasonableness. If this was insufficient an additional. period of six months 
was allowed. 

820 I. C. C. Reports, 243-306 (eastern case), and 307-399 (western case). 

®31 I. C. C. Reports, 351-454. 
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as requested was allowed (December 16, 1914).2° On July 
30, 1915, and again on June 27, 1917, two other cases were 
decided involving advances in rates."! The first case involved 
advances in rates on “western classification” territory; the 
second, advances in all territories. Such increases as were 
granted, however, were inadequate to meet rapidly rising 
costs. 

Effect of low earnings on railroad credit—The attitude of 
the Commission up to this time had been such as to destroy 
confidence in railroad securities. ‘Total net operating income 
of all Class I railroads failed to register any important in- 
crease from 1912 to 1920, except for the year 1917, when 
substantial advances were granted to meet War conditions. 
After 1917 earnings declined to extremely low levels in 1920. 
The following chart illustrates the effect of low railroad rates 
and advancing costs on net railway operating income during 
the period under consideration. 


Fig. 22. 
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“Standard Statistics," Standard Service on Railroads. 





10 32 J, C. C. Reports, 325-354. 
11See 35 I. C. C. Reports, 497-681, and 45 I. C. C. Reports, 303-355, re- 
spectively. 
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The Commission’s attitude during this period was pas- 
sive, in that it felt under no obligation to assist the roads to 
earn an adequate return on their property values. This 
fact, combined with the results of government operation 
from March 21, 1918, to March 1, 1920, brought the state 
of railroad credit to the lowest point in the present century. 
The situation was so acute at the beginning of 1920 that sub- 
stantial relief was necessary at once if the carriers were to 
secure the capital necessary to make such extensions as were 
absolutely required by the rapid expanison that had taken 
place in other industries from 1910 to 1920. 

Transportation Act of 1920: rate making powers.—This 
relief was given through the passage of the so-called Trans- 
portation Act of 1920, which marks a radical departure in the 
philosophy of government regulation of railroads. Again, the 
most important provisions of the act pertain to the rate mak- 
ing powers of the Commission. For the first time since 1887 
the Interstate Commerce Commission was given complete 
power to establish rates for all carriers in respect to interstate 
commerce, with the provision that “‘rates shall be adjusted 
from time to time so that the carriers as a whole, or as a whole 
in each rate group or territory, will, under honest, efficient, 
and economical management and reasonable maintenance ex- 
penditures, earn an annual net railway operating income, equal 
as nearly as may be, to a fair return upon the aggregate value 
of the property of such carriers held for or used in the service 
of transportation.” In order properly to carry out this provi- 
sion, it was necessary for the Commission to expedite its valua- 
tion work. Pending the computation of final valuations for 
the various railroads the Commission was directed to make 
tentative valuations as a basis for rate making. During the 
first two years, beginning March 1, 1920, the Commission was 
required to adopt §%4 per cent as a fair return on the actual 
value of railroad properties; at its discretion, however, it 
might add a sum not to exceed a total of % of 1 per cent for 
improvements, betterments, or equipment chargeable to capital 
account. In May, 1922, the Commission handed down a deci- 
sion that “on and after March 1, 1922, a fair return upon the 
ageregate value of the railway property of the carriers as 
defined in section 15a of the Interstate Commerce Act, deter- 
mined as therein provided, will be 5.75 per cent of such aggre- 
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gate property value as a uniform percentage for all rate 
groups or territories designated by this commission.” 

Further consideration of rate making powers of 1920 Act: 
recapture of excess earnings.—Liberal as the act of 1920 was 
in the light of the past treatment which the roads had been 
accorded, a further examination does not-give the impression 
that it erred in granting the roads too much. It can scarcely 
be said that a 514 or 534 per cent return is excessive, par- 
ticularly when one recalls that frequently public utilities are 
allowed to earn between 7 and 8 per cent. Furthermore, 
there is no guaranty assumed by the government to the effect 
that any one road will earn the allowed rate, only that rates 
shall be so determined as to allow a fair return on the aggre- 
gate value of railroad property in the rate territory. On the 
other hand, if the net railway operating income of a road in 
any year is in excess of 6 per cent of the value of the property, 
it shall be utilized as follows: (1) one half of such excess 
shall be placed in a reserve fund maintained by the railroad; 
(2) the remaining one half shall go into a general railway 
contingent fund. ‘This clause, known as the recapture clause, 
was contested in the courts and upheld by the Supreme Court, 
JanUary7)°L024.77 

Railroad consolidations.—Another interesting phase of the 
present attitude of the government in respect to the private 
operation of railroads pertains to consolidations. The Trans- 
portation Act of 1920 contemplates the ultimate consolidation 
of all the railroads of the United States into a limited number 
of competing systems, and, under one of the provisions of the 
act, the Interstate Commerce Commission is directed to pre- 
pare a plan for this purpose. In the original act the provision 
was not compulsory, although since 1920 efforts have been 
made to compel action on the part of the roads toward con- 
solidation. The first step taken by the Commission under the 
1920 act was to engage Prof. W. Z. Ripley, of Harvard 
University, to formulate a plan of consolidation. This plan 
was put forward in 1921 as a basis for discussion.** Hearings 








12 Dayton-Goose Creek Ry. Co. v. United States, 263 U. S. 456. 

13 An outline of this plan will be found in the Chronicle, Vol. 113, pp. 1429 
to 1431, and 1950 to 1952. A table showing the grouping of roads in the plans 
of consolidation under consideration by the I. C. C. also appears in Vol. 119, 
pp. 628, 629. The student will do well to consult these tables. 
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have already been held on the different plans under considera- 
tion and some positive action has actually been taken. Early 
in 1925 the Chicago, Rock Island & Pacific purchased the stock 
holdings of Edwin Gould in the St. Louis, Southwestern Rail- 
way, which, coupled with certain other shares acquired, gave 
it control of this road. Certain objections to this consolidation 
were made and, while discussion was taking place, it developed 
that the Kansas City Southern had acquired control from the 
Rock Island of the St. Louis, Southwestern, as well as an 
interest in the Missouri-Kansas-Texas, in an effort to effect a 
consolidation acceptable to the Interstate Commerce Com- 
mission. 

Early in 1926 the Commission denied an application of the 
Van Sweringen interests to unify under control of the New 
York, Chicago & St. Louis Railway (new), the present New 
York, Chicago & St. Louis Railroad, the Erie, the Pere Mar- 
quette, the Chesapeake & Ohio, and the Hocking Valley. This 
rejection was based chiefly on the proposed financial structure, 
which denied voting power to the preferred stockholders and 
concentrated control largely in the hands of the bankers. A 
new financial plan for effecting this consolidation is now under 
way. 

The present attitude of our Government in respect to con- 
solidation is logical. Quite apart from the greater economies 
to be effected, consolidation of the roads into large competing 
systems will also facilitate the operation of the present rule 
of rate making by creating systems of equal strength. The 
problem of weak roads, which can never expect to show an 
adequate return under any reasonable rate structure if left to 
operate alone, is thus eliminated. Competing systems of equal 
strength may expect to fare alike under the same rate level. 
One may anticipate, therefore, further important develop- 
ments along these lines. 

Interstate Commerce Commission and new security is- 
sues, changes in physical assets and accounting.—There are 
other matters over which the Interstate Commerce Commis- 
sion now has jurisdiction. Of particular interest here is the 
exclusive control which is given the Commission in respect to 
the issuance of all railroad securities, except notes maturing 
in less than two years, when the total issues of such notes 
amount to less than 5 per cent of the road’s total capitaliza- 
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tion. The Commission likewise has jurisdiction over all 
important extensions or abandonments of present property as 
well as complete jurisdiction over all matters of accounting. 
The extent of the Commission’s power over the accounting of 
the railroads has already been discussed in connection with the 
Hepburn Act. 

The reason for such control is much the same as in the case 
of public utility companies. The Commission is charged with 
allowing a fair return on the value of railroad property used 
in the public interest and incurs, therefore, a certain moral 
obligation toward the investor in railroad securities. That is, 
while the Commission is in no way actually responsible for the 
return shown on any investment in the hands of the public, 
the mere fact that it is required to permit rates which will 
yield an adequate return on property values places at least a 
presumptive burden on it in respect to the soundness of the 
securities issued by the railroad to acquire new property. If 
it appears that the property to be acquired cannot reasonably 
be expected to earn an adequate return under reasonable rates, 
because of anticipated traffic conditions, or if the new financing 
to be done results in undue charges, which later may be incor- 
porated in property values, it is logical that the Commission 
should be given the right to pass on such matters in advance, 
thus protecting to some extent the investor as well as those 
who might later be required to pay the cost of unproductive 
financing through higher rates. Finally, control of accounting 
matters is necessary if earnings are to be properly determined. 

¥ Railroad valuation.—In our study of public utilities we 
found that the entire matter of rates was closely associated 
with the problem of valuation. So it is in the case of railroads. 
It has been noted that, as early as 1913, Congress passed the 
so-called Valuation Act, by which the Interstate Commerce 
Commission was directed to ascertain the value of all the 
the property owned or used by every common carrier subject 
to the provisions of the act. It is unnecessary to go into the 
various theories of valuation at this point, since the problem 
does not differ substantially from that presented in the case 
of utilities. In the Valuation Act no specific basis for valua- 
tion was adopted, but the Commission was directed to ascertain 





14 See Chapter XV. 
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and report in detail as to each piece of property used for com- 
mon carrier purposes, the original cost to date, the cost of 
reproduction new, the cost of reproduction less depreciation, 
and to indicate the methods by which these costs were ob- 
tained. ‘The Commission was also required to report sepa- 
rately all other values and elements of value, if any, and 
the methods of valuation employed. Various other directions 
were given the Commission in respect to investigating the 
history and organization of the corporation, and also earn- 
ings, expenditures, security issues, original cost of property, 
improvements, and the value of gifts and land grants. The 
Commission was empowered to prescribe the method of 
procedure to be followed in conducting investigations as 
well as the form in which such results are submitted. It 
was necessary, however, that the value of the property of 
every carrier as a whole be reported, as well as the value of 
its property in each state and territory. 

The task of valuing all the roads of the country was one 
of great magnitude. Prior to 1920 very little was produced 
in the way of final results. In that year a tentative valuation 
of $18,900,000,000 was adopted by the Commission for all 
railroad property as against a then existing book value of 
$20,040,520,611. This valuation was adopted for the pur- 
pose of determining the rate adjustments necessary at that 
time to afford the 6 per cent return prescribed by the act of 
1920. By November, 1927, final valuations had been set on 
Gy7Orcarriers..) 

It is important in analyzing railroad securities to compare 
net railway operating income with the valuation set for the 
road. Where over 6 per cent has been earned thereon, earn- 
ings should be adjusted by deducting one-half the excess. In 
this way a more accurate idea may be obtained as to just how 
much has actually been earned in the interest of the stock- 
holders. One half of all excess earnings, it will be recalled, 
are subject to recapture by the Government.’ 





15 A list of 279 carriers, together with the valuations set by the Commission, 
will be found in Railway and Industrial Compendium, Chronicle, May 29, 1926, 
p. 5. Subsequent valuations have been published from..week to week in the 
General Investment News Department of the Chronicle. See Railway and 
Industrial Compendium, Nov. 26, 1927, p. 4. 

16 This subject is again discussed on p. 506. 
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Railway Labor Board and wages.— Whereas the Interstate 
Commerce Commission had virtual control over rates before 
1920, without the obligation of providing an adequate return 
on property investment, the act of 1920 went further and 
placed this obligation on the Commission. The problem of a 
“fair return,” however, is twofold. Rates produce revenues, 
but final earnings depend on expenses. It was somewhat 
anomalous that the same body that heard rate cases should 
not have been given jurisdiction over wages. Nevertheless, 
authority in respect to the latter was granted to the so-called 
Railroad Labor Board, created under the act of 1920. This 
Board was given authority to hear disputes regarding wages 
and working conditions that could not be adjusted by direct 
negotiations, and to make findings in connection therewith. Al- 
though such findings could not legally be enforced, the deci- 
sions of the Board had considerable weight. The practical 
result of this situation was, therefore, to give the Labor Board 
power to establish wages and working conditions of railroad 
_employees, while it had no responsibility in respect to rates. 
Such a situation becomes more illogical when one considers 
that wages constitute an important part of the total expenses 
of railroad operation, and, hence, have a vital effect on earn- 
ings..” In fact, the first act of the newly created Board was 





17 The following table illustrates clearly the importance of the item “labor 
costs” in railroad operation and also shows the extent to which advances in 
wages ate into gross revenues from 1916 until 1926: 


LABOR COSTS AND REVENUES, CLASS I RAILROADS, 1916 TO 1926, 


INCLUSIVE * 

Average Gross Net % Return 

Calendar Yearly Total Operating Operating on Prop. 
Year Wage Labor Cost Revenue Income Value 

VOQILO Ss ote $ 892 $1,468,576,394  $3,596,865,766  $1,040,084,517 6.16 
Opin capaomgad 1,004 1,739,482,142 - 4,014,142,747 934,068,770 5.26 
XOUS Oe. -rrae 1,419 2,613,813,351 4,880,953,480 638,568,603 R55 
IQIQ «+++ sees 1,486 2,843,128,432 = §,144,795,154 454,984,953 2.46 
1920s. errr: 1,820 3,681,801,193 6,178,438,459 17,226,902 0.09 
TQ2QU pievelletsvel aie 1,666 2,765,218,079 5,516,798,242 600,937,356 3.07 
EQ22 eel 1,623 2,640,817,005 5,559,092,708 760,187,319 3.83 
MP ooodoomoe 1,617 3,004,071,882 6,289, 580,027 961,955,457 4.66 
1924 .--s++e- 1,613 2,825,775,181 5,921,496,325 973,837,202 4.54 
OPO gamcatoo 1,640 2,860,599,920 6,122,509,856 1,121,076,341 4.97 
EIS 6 gon oeaee 1,655 2,946,118, 103 6,382,939,546 1,213,089,966 5-11 


* These figures show the return on the investment in road and equipment without any 
reference to materials and supplies on hand or to working capital. 
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to grant an average increase in wages of 22 per cent, thus 
adding approximately $600,000,000 per annum to the total 
railroad pay roll. Subsequently, there were some adjustments 
downward in wages made by the Board and, on May 20, 1926, 
the old Labor Board was abolished. At that time the Watson- 
Parker railroad bill created a Board of Mediation to be ap- 
pointed by the President to hear such disputes as cannot be 
settled directly between employees and the road and to report 
its findings within 30 days. 

Developments since 1920.—The history of railroad regula- 
tion subsequent to 1920 will not be discussed in detail.*’ It 
will be sufficient to state that very substantial advances in rates, 
calculated to add some $1,500,000,000 to their revenues, were 
granted the railroads in the latter part of 1920. The imme- 
diate effects, however, were most disappointing, on account of 
the heavy decrease in traffic caused by the severe depression 
which set in during 1920 and lasted until 1922. Subsequently, 
some reductions were made in wages, and particularly were 
the working rules established during the War revised in 1922. 
Some reductions have been made in railroad rates since 1920, 
notably on agricultural products, and railroad operating costs 
have been substantially reduced through increased efhciency 
and lowered material prices. During the same period the 
amount of traffic handled has increased rapidly. The follow- 
ing chart shows the total number of revenue cars of freight 
handled from 1921 to 1926, inclusive. 


Fig. 23.—Chart Showing Total Number of Revenue Cars of Freight 
Handled 1921 to 1926, Inclusive. 




















At the present time, therefore, the railroads have overcome 
in substantial measure the adverse condition brought on by the 





18 An excellent résumé of all important action in regard to rate changes, 
decisions of the Railroad Labor Board, wage changes, and consolidation will 
be found in the various Railway and Industrial Compendium sections, Commer- 
cial and Financial Chronicle, published semiannually. 


RAILROAD SECURITIES—GENERAL 463 


War, with the result that their securities have regained their 
former enviable position as shown by the movement of rail- 
road stock prices as compared with industrial stock prices. 
The following chart *® shows the market movement of indus- 
trial and railroad stocks from 1918 to 1926: 


Fig. 24—Comparative Movement of Railroad and Industrial Stock 
Prices, 1918 to 1926, Inclusive. 
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Effects of government control on security values.—Dis- 
cussion so far has been confined to the peculiar situation 
created for railroad securities by the existence of close govern- 
ment supervision. Obviously, such supervision has both advan- 
tages and disadvantages to investors. If government control 
is carried to the point of denying the roads of the country 
adequate earnings, as was the case during the decade preceding 
1920, the security holder, particularly the stockholder, is made 
to suffer. On the other hand, more enlightened control, such 
as now appears to be in order, reacts to the advantage of the 
security holder in many ways. Earnings are stabilized by rigid 
control of rates and the limitation of competition. The pub- 
licity given to railroad accounts also enables the security holder 
properly to judge values. Control over new security issues 
likewise prevents exorbitant banking fees and injudicious financ- 
ing. Of course, it is impossible to predict the future attitude 
of the government in respect to the railroad problem. There 





19 Adapted from Standard Service on Railroads, Standard Statistics Co., Inc., 
Railroad Statistical Annual, p. 5, issued July 31, 1926. 
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is always an insistent demand on the part of shippers for lower 
rates. Such a demand has asserted itself most vigorously in 
agricultural areas, where the prices of agricultural products 
are determined by world wide conditions, while the prices of 
machinery, equipment, labor, and transportation, so necessary 
in raising and marketing such products, are determined by con- 
ditions within the United States. A situation of this kind can 
easily result in a maladjustment, and, in fact, has so resulted. 
After the War, the prices for agricultural products declined 
very rapidly, while the prices of many things, including 
transportation, that were used by the farmers, failed to decline 
anywhere nearly so much. The farmer, therefore, was left 
in a serious situation. Failing to understand fully the 
economics of the situation, he felt that he had been unfairly 
treated. And since he felt discriminated against because of 
the seemingly exorbitant prices for machinery, clothes, and 
other articles he consumed, he was inclined to make the entire 
question of railroad rates a political issue. In fact, it is prob- 
ably the fear of political pressure that has kept the Commis- 
sion from raising rates in the Northwest, where the carriers 
have consistently failed to earn the required rate on property 
values. It is necessary, therefore, for investors in railroad 
securities, particularly in stocks, to pay close attention to the 
political situation, for this has a vital relation to the earnings 
which carriers may be expected to show over a period of years. 

Capitalization—Other matters of general interest to the 
student of railway securities will now be considered. In taking 
up first the matter of capitalization one is impressed with the 
fact that the railroads of this country are large borrowers. 
At the end of 1925 the total capitalization of railroads, in- 
cluding switching and terminal roads, was $23,644,000,000; 
while the funded debt amounted to $14,105,000,000, or 59.7 
per cent of this amount, and stocks, to $9,530,000,000, or 
40.3 per cent.” Using a previously adopted phrase, we might 
say that the railroads have traded on a rather thin equity, in 
that the owners, or stockholders, had invested in this enter- 
prise considerably less than the creditors. While it is true that 
the per cent of obligations outstanding to capital stock has not 
changed greatly since 1913, new financing during the period 
from 1913 to 1923 was largely in the form of obligations. 








20“U, §, Statistical Abstract,” 1926, p. 384. 


RAILROAD SECURITIES—GENERAL 465 


This situation is due partly, at least, to the decline in railroad 
credit which took place after 1910 and which required finan- 
cing by bonds rather than by stock issues.” It is to be hoped 
that the present revival of railroad credit will be sufficiently 
sustained to permit the roads to finance coming extensions 
largely through stock issues. There is a limit, as will be seen 
presently, to the extent to which a given road can conserva- 
tively issue bonds, despite the relatively low business risk 
which the industry as a whole enjoys. 

Fluctuations in railroad earnings and business conditions. 
—wWhile it is true that the gross earnings of railroads will 
inevitably fluctuate with business conditions, it is not to be 
assumed that such earnings are subject to all the hazards that 
surround earnings of industrial concerns. The forces of cut- 
throat competition are largely eliminated. The entire question 
of style changes is eliminated and, except for bus and truck 
competition in respect to passenger and short haul freight busi- 
ness, there appears to be no danger of excessive competition 
from substitute methods. Furthermore, the industry is basic 
and may be expected to show the normal increase in volume 
of business handled that one would expect to develop from 
increases in population and material wealth. 

Effect of operating expenses on net income.—Net operat- 
ing income, as distinct from gross revenues, may be said to 
depend in part on gross revenues, but also on operating ex- 
penses. This matter has already been considered to the extent 
of showing a chart on which wholesale prices, total operating 
revenues, railway operating expenses, and net railway operat- 
ing income were plotted for a period of years (see page acienn 
The impressive fact brought out by this chart was the close 
correlation between movements in the curve of wholesale 
prices and in that of operating expenses. In view of the 
rigidity that prevails in respect to rates, occasioned by the re- 
luctance on the part of the Interstate Commerce Commission 
to make changes one way or the other in rate levels until the 
situation on which the change is based is regarded as per- 
manent, it may be inferred that declining prices, unless accom- 
panied by a severe falling off in general business, are advan- 





21 See “Changes in Financial Structure, and Financing Operations of Railroad: 
since 1913,” by F. Ernest Richter and George A. Boyd, Harvard Busines: 


Review, Vol. III, No. 1, pp. 54-68. 
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tageous to the roads. This has certainly proved to be the 
case during recent years, as indicated by the decline in operat- 
ing ratios which has accompanied declining prices and wages 
since 1920. On the other hand, advancing prices and labor 
costs are disadvantageous, in that rates may not be expected 
to increase as rapidly as prices, owing to the existence of Com- 
mission control. It is accordingly desirable for the investor 
to keep in close touch with price trends, especially in respect 
to coal, steel, and such other items as constitute an important 
part of railroad purchases. 

Data available in respect to railway operations.—Further 
information is easily available to the investor in railroad securi- 
ties. Such an investor should know the important sources of 
data relative to both the operation of individual roads, and 
to the industry as a whole. The most important official sources 
of information are the various reports issued by the Interstate 
Commerce Commission. Among other reports this Commis- 
sion issues a monthly report on “operating revenues and 
operating expenses of large steam roads—selected items for 
roads with annual operating revenues above $25,000,000.” 
This report covers operating revenues by major divisions, pas- 
senger and freight, operating expenses, net railway operating 
income, and certain operating ratios. Another report published 
monthly covers operating statistics of large steam roads.”* 
Such items as miles of road operated, locomotive miles and car 
miles, ton miles, average number of locomotives on line, aver- 
age number of freight cars on line, and statistics of loadings 
are covered in this report. The Commission also publishes 
revenue trafhc statistics, wage statistics, and fuel used for road 
locomotives in freight and passenger service. In the latter 





22 Combined operating ratios of all Class I roads, r912 to 31926, were as 
follows (Moody’s “Manual of Investments,” “Railroads,” 1927, p. xxxiii) : 


OPERATING RATIOS, CLASS I ROADS 


(1912 to 1926, inclusive) 


Year Ratio Year Ratio Year Ratio 
TOV2=1 ae es 69.37 TOUT) Saiuretehe ote 7Ou7k LiQ22 eiarchen 208 eke 79.32 
IQI3-I4 ...... 72.26 1918 (Year) 81.58 TOD 36 | aiersiertesehs ie afe 
LOLASEEU viaetys 70.65 TOV Or os cee vie 85.52 TOQ2Q4 Ye ikocrens 76.14 
TOVEAIG Baws 65.58 LOZ a onses 94.38 TOQSe wl prert cee 74.71 
TOLOSE jae 68.15 LOST ides enone 82.71 EQ260 «orn. © Gly kd 7 Stty7 


2° “Operating statistics of large steam roads, selected items for the month 


of , for roads with annual operating revenues above $25,000,000.” 
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report fuel costs, as well as the amount consumed, are com- 
puted. A quarterly report is published covering a summary 
of freight commodity statistics of Class I roads. This report 
shows the amount of traffic, classified by important commodi- 
ties, originating in different sections of the United States. The 
Commission requires all roads doing an interstate business to 
file in Washington sworn returns of operating revenues and 
expenses. These are published by the Chronicle in a monthly 
supplement designated “Railway Earnings.’’ From this sup- 
plement it is possible to ascertain monthly operating revenues 
and expenses for any Class I road in the country. 

The American Railway Association, which is a voluntary 
organization supported by the railroads of this country, like- 
wise issues certain important statistical material. Weekly data 
on car loadings are published showing the total number of cars 
loaded with all classes of traffic, together with loadings for 
some of the more important classes. This report is valuable, 
in that it keeps the investor informed as to the current business 
being handled by the railroads as a whole, and thus gives some 
indication regarding future earnings.** Another report issued 
semimonthly contains a statement for cach Class I road of 
revenue freight cars awaiting repairs, and the percentage of 
such cars to total cars ‘‘on line.” A similar report is issued 
showing the condition of locomotives. These reports combined 
give the investor a very complete picture of the condition of 
equipment of the road. The Association has set 5 per cent 
as the standard ratio of bad order cars to total on line, and 15 
per cent as the logical ratio of bad order locomotives to total 
on line. A road, therefore, which attains these ratios may be 
considered to have its equipment in reasonably good shape. In 
order to show how this material may actually be used, the 
following table, which includes only five roads, is given: 


CONDITION OF EQUIPMENT, JULY 1, 1926, SELECTED ROADS 


Per Total Per 
Total ALL Cars AWAITING Cent Loco- Number Cent 
Road Cars REPAIRS Total motives Necd- toTolal 

on Cars on ing - on 

Line Heavy Light Tolal onLine Line Repairs Line 

Atchison, Topeka & St. Fe 81,175 2,520 1,505 4,025 Gao 2,064 327 1530 
Chicago, Milw. & St. Paul 70,275 3,971 530 4,501 6.4 2,023 2908 14.7 
Rennsiivanita on. a. ces, 272,142 23,297 6,090 29,387 10.8 6,882 1,301 18.9 
Pere Marquette o.).c81 7... 18,722 623 275 808 4.8 446 43 9.6 
Southern Railway....... 73,641 2,078 1,160 4,138 5.6 2,246 we ae ah Be ey 





24'These data are reprinted in many financial papers and, therefore, are 
available to investors in secondary form. 
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Still a third report published by the American Railway Asso- 
ciation gives a summary of car surpluses and car shortages 
for various roads. In this report the various roads are 
grouped by territorial divisions and totals for each division 
are given. This report, used in connection with that covering 
oni of trafic handled, will show the relative efficiency with 
which traffic is handled on time to time. 

The Bureau of Railway Economics is another organization 
supported by the railroads and devoted primarily to statistical 
and research work. From time to time it publishes studies of 
a general nature covering the results of the railroad operation 
as well as a monthly report covering an analysis of railway 
revenues and expenses for various divisions of the United 
States. This report also carries a recapitulation of the sworn 
monthly returns of income and expenses which each individual 
road is required to make to the Interstate Commerce Com- 
mission. 

The investor must next consider the annual reports of the 
separate railroad companies themselves, as giving most com- 
plete and accurate information regarding the operations of 
each road during the preceding year. Unlike the financial re- 
ports of industrial and public utility companies, the reports of 
railroad companies are pleasingly uniform. Every item is 
similarly handled and the final form in which the income ac- 
count and balance sheet of one road are set up is the same 
as that used by all other roads. The reason for this lies in 
the fact that the Interstate Commerce Commission has com- 
plete jurisdiction over all accounting matters and prescribes the 
accounting procedure to be followed by all roads doing an 
interstate business.”° 

Territorial survey of important railway systems.—Early 
railroad history in this country was characterized by the 
growth of innumerable small lines. Gradually, however, well 
defined systems came into being which absorbed many of the 
smaller independent companies. The culmination of this 
movement is found in the great consolidations which took place 
during the period from 1890 to 1907. Even though the rail- 
road net was simplified by this movement, at least so far as 
ownership is concerned, it is still too vast and-.is composed of 





25 See pp. 490 and 504, for specimens of such reports. 
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too many parts to be readily comprehended as a whole. There 
are at present over 250,000 miles of track operated in this 
country, while the Interstate Commerce Commission lists 201 
Class I railroads alone, that is, roads with an annual gross 
income in excess of $1,000,000. The difficulty of sketching a 
simple picture of this complex structure is apparent. 

Freight classification territories——The most general and 
frequent grouping of railroads, territorially, is into three sec- 
tions: one section, the eastern district, comprising that portion 
of the country north of the Ohio and Potomac rivers and east 
of the Great Lakes and a line drawn from Chicago through 
Peoria to East St. Louis and thence down the Mississippi 
River to the mouth of the Ohio River; another, the southern 
district, south of the Ohio and Potomac and east of the Mis- 
sissippi; and the third, or western district, the region west of 
the first two. This is the geographical division adopted for 
freight classification purposes. 

Geographical grouping of railroad systems.—A more de- 
tailed geographical division of railroads is into the following 
groups: roads operating in trunk line territory; New England 
roads; roads in South Atlantic territory—the coalers; South 
Central and Southwestern roads; and the Northwest roads, 
including the Grangers. In order to give the student a bird’s- 
eye view of the present railroad map, the more important 
roads operating in each of these territories are briefly 
described. 

Trunk line roads.—Both historically and from the stand- 
point of traffic hauled so-called trunk line territory is the most 
important railroad area in this country. This area may be 
described as a belt of territory extending from New York and 
Baltimore on the eastern seaboard to Chicago and St. Louis 
in the west. The New York Central and the Pennsylvania are 
the best known roads operating in this area. The New York 
Central extends from tidewater at Boston and New York City 
to Cincinnati, Chicago, and St. Louis. This road has two 
routes from Buffalo to Chicago—one by the Michigan Central 
through Detroit, the other by the Lake Shore through Cleve- 
land and Toledo. The Pennsylvania reaches tidewater at 
New York, Norfolk, and Baltimore, and extends to Cincinnati, 
Louisville, St. Louis, and Chicago in the west, covering, of 
course, the intermediate territory. 
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The Baltimore & Ohio likewise operates in trunk line ter- 
ritory, reaching tidewater at Baltimore and extending to 
Chicago through Pittsburgh. This road also has a terminal 
at St. Louis, which is reached from Cumberland, Maryland. 

The Erie offers the shortest route of all trunk line carriers 
from New York to Chicago. While this road reaches the 
intermediary centers of Cleveland, Cincinnati, and Buffalo, as 
well as Scranton and Wilkes-Barre, it does not directly reach 
other large intermediate industrial centers, such as Pittsburgh, 
Indianapolis, and St. Louis. Therefore, it operates at a dis- 
advantage in relation to some of the other trunk line carriers. 
The prospective merger of this road with the Nickel Plate, 
the Chesapeake & Ohio, the Pere Marquette, and the Hocking 
Valley would undoubtedly overcome some of the present dif_i- 
culties under which the Erie now operates.” 

Both passenger and freight trafic density is higher, on the 
whole, in trunk line territory than in any other section of the 
country. Food and raw materials are carried eastward, while 
manufactured goods are carried to the west. It is over roads 
that operate in this territory that the most vital commerce of 
the country is transported. 

New England lines——To the north of trunk line territory 
and along the eastern seaboard are situated the New England 
states. Southern New England, comprising southern Massa- 
chusetts, Rhode Island, and Connecticut, is essentially different 
from northern New England, in that it is densely populated 
and highly industrialized. Except for the Boston & Albany, 
the only railroad system in this territory is the New York, 
New Haven & Hartford. This road enjoys a very heavy pas- 
senger and freight trafic. Its freight traffic consists of in- 
coming raw materials, coal, and food stuffs, and outgoing 
products of New England factories. Operations of this road 
are characterized by short haul traffic, and diversity in freight. 
Northern New England is served by the Boston & Maine, 
which road is closely connected with the New York, New 
Haven & Hartford, the Central Vermont, the Maine Central, 
and the Bangor & Aroostook. 





26 Recent acquisition of the Chicago, Cincinnati & Louisville by the Chesa- 
peake & Ohio has given the latter a Chicago terminal, thus entitling it to be 
classed as a “trunk line.” 
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Southeastern territory.—The principal systems serving the 
area east of the Mississippi and south of trunk line territory 
are the Atlantic Coast Line, the Seaboard Air Line, and the 
Southern. The Atlantic Coast Line connects with Washington, 
D. C., Richmond and Norfolk, Virginia, in the north, and 
extends along the eastern seaboard to Charleston, Savannah, 
and Jacksonville on the eastern seacoast. From there it 
crosses the peninsula to Tampa. This road also controls the 
Louisville & Nashville, which spreads from Cincinnati to the 
Gulf of Pensacola. Divisions also reach St. Louis, Memphis, 
and New Orleans. The Seaboard Air Line traverses nearly 
the same territory as the Atlantic Coast Line proper. Its 
northern terminals are at Richmond and Norfolk, although 
it connects with Washington, Baltimore, Philadelphia, and 
New York over the Richmond, Fredericksburg & Potomac,”’ 
and reaches south as far as Miami and Florida City. It also 
has terminals at Tampa on the west coast and extends inland 
to Birmingham and Montgomery in Alabama. The Southern 
Railway lies farther inland than the other two roads in this 
territory. The Southern serves the territory south of the Ohio 
and Potomac rivers and east of the Mississippi. Every state 
in this area except West Virginia is traversed by the company’s 
lines, which also reach out across Indiana and Illinois to the 
Mississippi River at St. Louis. With northern gateways at 
Washington and Cincinnati, western gateways at St. Louis and 
Memphis, and reaching tidewater at the ports of Norfolk, 
Charleston, Savannah, Brunswick, and Jacksonville on the 
Atlantic, and Mobile and New Orleans on the Gulf of Mexico, 
nearly every important community in the south is served. 
Through control of the Chicago, Indianapolis & Louisville 
Railway Company jointly with the Louisville & Nashville, en- 
trance is had to Chicago. 

Traffic of the lines operating in southern territory flows for 
the most part north and south. The principal products are 
manufactured goods and foodstuffs, which come from the Cen- 
tral and the North Atlantic states and from the North Central 





27 The stock of the Richmond, Fredericksburg & Potomac Railroad is controlled 
by the Richmond-Washington Company which, in turn, is owned equally by the 
Pennsylvania, Baltimore & Ohio, Atlantic Coast Line, Southern Railway, Chesa- 
peake & Ohio, and Seaboard Air Line. 
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states. North-bound trafhc consists of raw cotton, lumber, 
and some mineral products. 

Anthracite coal roads.—The roads which carry the bulk of 
the country’s anthracite coal north are the Delaware, Lacka- 
wanna & Western, the Reading, the Lehigh Valley, the New 
York, Ontario & Western, and the Delaware & Hudson. 
Whereas these roads run through highly industrialized terri- 
tory and carry commodities other than anthracite, the latter 
constitutes such a large portion of total freight that they well 
deserve the name commonly applied. 

Bituminous coal roads.—Roads whose trafhc is made up 
largely of bituminous coal are the Norfolk & Western, the 
Virginian, the Carolina, Clinchfield & Ohio, and the Hocking 
Valley, controlled by the Chesapeake & Ohio. ‘The last men- 
tioned road itself carries a substantial amount of bituminous 
coal, although its position in the recent Nickel Plate merger 
warrants its classification as a trunk line road (see page 470). 

South central and southwestern roads.—That group of 
roads which radiates from Chicago and St. Louis to the south 
and the southwest may now be considered. The Illinois Cen- 
tral runs directly from Chicago to New Orleans, but reaches 
the Union Pacific at Sioux City. It also has branches which 
extend to St. Louis, to Madison, Wisconsin, and to Indiana- 
polis, Louisville, Shreveport, and Birmingham. Savannah, 
Jacksonville, and Montgomery are reached through control of 
the Central of Georgia. The St. Louis-San Francisco Railway 
extends from Kansas City and St. Louis southwesterly through 
Missouri, Kansas, Oklahoma, and Arkansas into Texas, with 
a line from Kansas City crossing the Mississippi River at 
Memphis and extending southeastwardly to Birmingham. 
Another line extends from St. Louis, through the Mississippi 
Valley to Memphis, where it connects with the Kansas City- 
Birmingham line. Lines also extend from St. Louis into the 
grain section of Kansas as well as into Oklahoma and Texas. 
This southwest network of lines reaches Wichita, Kansas; 
Oklahoma City, Oklahoma; and Fort Worth and Dallas, 
Texas. A line is at present under construction between Kim- 
brough, Alabama, and Aberdeen, Mississippi, which will give 
this road an outlet to the Gulf at Pensacola over its subsidiary, 
the Muscle Shoals, Birmingham & Pensacola Railroad. 

There are four other roads which operate in the south- 
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western area, but which do not extend to the Pacific coast. 
The most important of these, the Chicago, Rock Island & 
Pacific, extends from Chicago to St. Paul, to Denver, and to 
Santa Rosa, New Mexico (where it connects with the 
Southern Pacific to form a through route to the Coast). mit 
also extends southerly into Louisiana and southeasterly to 
Memphis. The St. Louis-San Francisco Railway, previously 
referred to, has recently.acquired a controlling interest in the 
stock of this road. 

The other three roads are the Kansas City Southern, which 
extends from Kansas City to Port Arthur on the Gulf; the 
Missouri, Kansas & Texas, which extends from Kansas City 
and St. Louis to Galveston, Texas; and the St. Louis South- 
western, which runs from St. Louis to Forth Worth and 
Comanche, Texas. These three roads make up the so-called 
“Loree System.” * In a recent application made to the Inter- 
state Commerce Commission (which application was denied), 
it was proposed that the Kansas City Southern acquire the 
Missouri, Kansas & Texas, which, in turn, would acquire the 
St. Louis Southwestern. 

Next to be considered are those roads which operate in 
southwestern territory and which reach the Pacific Coast 
either directly or by means of affiliated lines. Of these roads 
the Atchison, Topeka & Santa Fe is preéminent. This road 
extends from Chicago to Kansas City and St. Joseph, Mis- 
souri. At this point the various lines diverge in a wide net- 
work covering the states of Kansas, Oklahoma and New 
Mexico. The main line extends to Barstow, California, at 
which point it separates into two lines, one extending to Los 
Angeles and the other to San Francisco. From Los Angeles 
a line runs south to San Diego, California. A line also ex- 
tends from Wichita, Kansas, to the Gulf at Galveston, with 
branches extending to the east and west through Texas. An- 
other line extends to Denver on the north. 

The eastern terminal of the Southern Pacific is at New 
Orleans, whence it extends westward across Texas to E] Paso, 





28 A substantial stock interest in all these roads is under the control of 
L. F. Loree. 
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and thence along the Mexican border to the Coast, where it 
has terminals at San Diego, Los Angeles, San Francisco, and 
Portland. This road is the dominating factor in north and 
south bound traffic on the Coast. A line also extends from 
San Francisco to Ogden, Utah, where connection with the 
Union Pacific is made for a through route to Chicago. The 
connection with the Rock Island at Santa Rosa has previously 
been mentioned. The Southern Pacific also operates a road 
down the west coast of Mexico to Guadalajara, where it 
makes connections for Mexico City; and operates a fleet of 
steamships between New Orleans and New York City. 

The Missouri Pacific extends from St. Louis and Kansas 
City to New Orleans, Galveston, and El Paso. Another 
branch extends from Kansas City to Omaha, while, at Pueblo, 
Colorado, a junction is made with the Denver & Rio Grande 
Western by means of which the Rocky Mountain Region is 
covered. The Missouri Pacific, jointly with the Western 
Pacific (which extends from Salt Lake City to San Francisco), 
controls the Denver & Rio Grande Western, the three roads 
together forming a system extending from St. Louis to San 
Francisco. 

_ Western and northwestern roads.—Those roads which ex- 

tend from Chicago into the agricultural territory west of Chi- 
cago, but which do not reach the Coast, are known as the 
Grangers. The more important of these are the Chicago & 
Northwestern, and the Chicago, Burlington & Quincy.” The 
former extends from Chicago through Iowa, Nebraska, Wis- 
consin, Minnesota, and South Dakota. The latter extends from 
Chicago through the territory south of the Northwestern, but 
also has lines extending to Montana, through Wyoming. An- 
other line extends north to the Twin Cities. 

In contrast to these two roads, the Great Northern, the 
Northern Pacific, the Chicago, Milwaukee, St. Paul & Pacific, 
and the Union Pacific reach the Coast. The Union Pacific 
starts from Omaha and Kansas City, and runs to Denver, 
Salt Lake City, Ogden, Spokane, Portland, Tacoma and Se- 








29The C., B. & Q. is jointly controlled by the Northern Pacific and the 
Great Northern, which roads do reach the Pacific coast. 
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attle. It also has a line extending from Salt Lake City to Los 
Angeles. At Ogden connection is made with the Southern 
Pacific for San Francisco. 

The Great Northern and the Northern Pacific extend from 
St. Paul, Minneapolis, and Duluth to Portland, Tacoma, and 
Seattle. The Great Northern and the Northern Pacific, how- 
ever, jointly control the Chicago, Burlington & Quincy, and, 
consequently, have direct connection with Chicago. These 
roads parallel each other, the Great Northern running along 
the Canadian border, while the Northern Pacific occupies a 
more southerly position. Both of these latter roads carry 
substantial quantities of grain and iron ore.” 

The sketch here given of the transportation system of the 
United States, while centered around the more important 
systems, does not include all of the larger roads, nor any of 
the smaller roads. It is suggested only as a starting point for 
the student and not as a complete picture. The specialist in 
railroad securities must go much farther, for the investment 
standing of various railroads depends on many diverse factors, 
including the economic development of the territory they 
serve, the physiography of the country they traverse, and the 
extent to which they connect with strategic termini. 








30 The student of American railway finance will do well also to familiarize 
himself with the Great Canadian railways—the Canadian Pacific and the 
Canadian National Lines—comprising the old Grand Trunk, the Grand Trunk 
Pacific, the Canadian Northern and the Intercolonial. 


CHAPTER XIX 
RAILROAD SECURITIES—ANALYSIS OF 


Plan of analysis: statistical difficulties—A series of com- 
parisons that may be made of individual roads for the pur- 
pose of determining the investment merit of their securities 
will now be considered. In such a study, the general procedure 
to be followed is similar in many ways to that followed in 
connection with analyzing utility or industrial companies. A 
survey is first made of the road’s location, the character of the 
territory served, its industrial development, the nature of the 
terrain over which the road runs, and other physical charac- 
teristics which have a direct bearing on its profit making pos- 
sibilities. Subsequently, the financial structure and operating 
results of the road may be studied through the various reports 
rendered either to the Interstate Commerce Commission or to 
the investing public. The entire problem of railroad analysis 
is by no means simple, despite efforts which have been made 
to standardize all railroad reports for purposes of statistical 
comparisons. There are, after all, many elements that can 
never be standardized. The character and amount of traffic 
hauled by any given road, the extent of its mileage, its terminal 
connections, the nature of the terrain over which the road 
operates are all matters which differ widely among different 
companies, thus making statistical comparisons exceedingly dif- 
ficult. This situation is easily pictured by a hasty comparison 
of two such roads as the New York Central, and the Missouri 
Pacific. The first road is a system operating through thickly 
populated territory, connecting very important termini, and 
enjoying diverse traffic. The second road operates in a sparsely 
settled area, and, while it serves many of the more important 
localities in its territory, it is inconceivable that it should be 
called upon under present conditions to handle the same amount 
of trafic per mile of road as the former road’ handles. What 
does this mean to the analyst? It means that very few of 
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the ratios of operation or capitalization can be compared for 
the two roads. In so important a matter as capitalization, one 
finds that the New York Central has nearly $268,000 of secu- 
rities outstanding per mile of road operated, whereas the Mis- 
souri Pacific is capitalized at about $59,000 per mile. This 
disparity loses significance, however, when it is realized that 
the New York Central carries nearly three times as much 
freight per mile of track as the Missouri Pacific, and about 
eight times as many passengers per mile of track. In view of 
a much heavier traffic density, the former road can support a 
heavier capitalization. 

Nor does trafic density constitute the only difference in 
operating conditions of various roads. It is also necessary to 
recall that some freight is far more profitable to a road than 
is other freight. For example, a large portion of freight car- 
ried by the New York, New Haven & Hartford railroad is 
known as high classification freight and pays a much higher 
rate per ton mile than do such items as coal, ore, and other 
bulky commodities. Each ton of freight carried on the New 
~ York, New Haven & Hartford, in 1926, yielded on the aver- 
age, a gross revenue of 2.07 cents, while the Norfolk & Wes- 
tern, which operates in the coal district, received an average 
gross return of only .65 cent for each ton mile carried in that 
year. 

These simple illustrations are given to show that great care 
must be used in comparing the financial structure and operating 
results of one road with those of another. Such comparisons, 
to be of value, should involve roads that are similarly situated 
in respect to character and amount of traffic, territory served, 
and length of road operated. Otherwise, serious errors in 
judgment are inevitable. 

With these words of caution, the more important matters 
that must be covered in analyzing railroad securities may be 
considered. Attention will first be given to certain matters that 
have a direct bearing on the status of a road, but which are 
somewhat out of the control of the management. Thereafter, 
consideration will be given to a number of so-called ratios or 
units of measurement by which the operating results of roads 
may be compared or analyzed. 

Outside factors: nature of terrain—According to the plan 
just outlined the first matters to be considered are such items 
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as the location of a road, the curves, and especially the grades 
it encounters; also the character of the freight originating in 
the territory, as well as the volume of business that may be 
developed. These factors may have involved managerial prob- 
lems when the road was originally constructed; but, for a line 
that is already built and operating, such matters are largely 
solved once and for all, unless capital expenditures are subse- 
quently undertaken to eliminate grades, straighten curves, or 
otherwise improve the road’s physical layout, or unless the 
territory enjoys a subsequent growth. 

The matter of grades is especially important to a railroad, 
for the average trainload that can be hauled over any division 
or branch is limited by the grades encountered. Let us sup- 
pose that two roads are substantially similar in all respects, 
except that one encounters at certain points on its line grades 
as steep as 2 per cent, while the other road runs over prac- 
tically level country. Which of these two roads will be able 
to show the better operating results? Undoubtedly the latter, 
for each I per cent increase in grade may be said to cut the 
hauling capacity of an engine in half. For this reason, the 
New York Central lines, with practically a level route from 
New York to Chicago, have a decided advantage over the 
Pennsylvania and the Baltimore & Ohio roads, which cross the 
Allegheny Mountains. It is true that engineering skill is often 
employed in eliminating grades, but this adds to the road’s 
capital investment and hence increases fixed charges. A road 
which naturally enjoys level territory has a permanent advan- 
tage over one which encounters grades, even though the latter 
is able subsequently to eliminate these grades. ‘The matter of 
curvature has about the same effect on railroad operation as 
grades. Sharp curves cut down the average trainload and add 
to the cost of operation, although they present a somewhat less 
serious problem than do heavy grades. 

Character of traffic—Another matter which is partly out 
of the control of the management of a road is the type of 
trafic which it is offered. Here, again, the management of a 
particular road can, it is true, assist in the building up of 
industries along its lines and thus diversify to some extent the 
character of its traffic, yet to a large extent the kinds of freight 





1A grade of x per cent may be expressed as a grade, where there is a rise 
of 52 feet per mile, or x foot per roo feet. 
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offered will depend on economic conditions within the area it 
serves. 

Roads like the Chesapeake & Ohio, the Baltimore & Ohio, 
and the Norfolk & Western are known as the soft coal car- 
riers, in that they run through territory in which the mining 
of bituminous coal is the leading industry. The bulk of their 
trafhc, therefore, consists of bituminous coal. Other roads, 
like the Reading, the Delaware, Lackawanna & Western, the 
Lehigh Valley, and the Delaware & Hudson, are known as the 
hard coal carriers. The Northwest roads, such as the Chicago, 
Milwaukee & St. Paul, the Northern Pacific, and the Great 
Northern are frequently spoken of as the grain roads, although 
a study of their freight statistics fails to show that an abnor- 
mally large part of their trafic consists of products of agri. 
culture. 

The Interstate Commerce Commission requires that records, 
showing the percentage of the total trafic carried under each 
of the following groups, be kept for each road: 


Products of Agriculture. 

Products of Animals. 

Products of Mines. 

Products of Forests. 

Manufactures and Miscellaneous. 
Merchandise (less than carload lots). 


An PWD 


The following table, which is given for illustrative purposes, 
contains a three-year analysis of the distribution of trafic of 
the Delaware & Hudson and the New York, New Haven & 
Hartford Roads: 


ANALYSIS OF TRAFFIC, 1924 TO 1926, INCLUSIVE, OF 
DELAWARE & HUDSON, AND NEW YORK, NEW HAVEN & HARTFORD 








Delaware & Hudson, New York, New Haven & 
Products of Year Ended Hartford, Year Ended 
1024 1925 1926 1924 1925 1926 

Agriculture ..... 4.39% 4.790 5% 10.3% 9.99% 9.5% 
ANIMal Settee: 7 oH .6 Deby) 2.6 2.6 
Manes? cae ite a ace 69.7 64.6 69.0 32.7 31.9 25.0 
POrestsmarierrculs ce bee 6.0 5.3 6.5 6.1 5.3 
Manufactures ... 17.8 21.3 18.3 39.4 40.8 39.4 
Merchandise 22 Zlgl 2a 8.4 8.7 8.2 





100.0% 100.0% 100.0% 100.0% 100.0% 100.0% 


480 INVESTMENT PRINCIPLES AND PRACTICES 


It is interesting to note in detail the difference in trafhc car- 
ried by these two roads. As already suggested, the Delaware 
& Hudson is commonly known as one of the coal roads. This 
is clearly in evidence when traffic statistics are analyzed. In 
fact, between 65 and 70 per cent of the entire trafic of this 
road is made up of ‘“‘products of mines.” The New York, 
New Haven & Hartford, in contrast, enjoys diversity in its 
freight. Manufactures and merchandise make up the bulk of 
this road’s trafhic, and here are included a wide range of com- 
modities, mostly known as high classification freight. From 
the standpoint of trafic carried, the New York, New Haven 
& Hartford appears to be better situated than the Delaware & 
Hudson. : 

Dangers of concentrated traffic.—It is of course desirable 
that a road should have a fairly diversified traffic and that the 
major sources of trafic be permanent. ‘To illustrate the dis- 
advantages of concentrated trafic to a road, one has but to 
consider the effect of the coal strike in 1925 on the revenues 
of the Delaware & Hudson. As just noted, anthracite coal 
makes up the major share of this road’s trafic. Revenues 
derived from coal trafic in 1925 were $17,772,850, as con- 
trasted with coal revenues of $22,308,428 in 1924. Total 
operating revenues declined from $45,012,988, in 1924, to 
$41,769,491, in 1925, whereas net income available for divi- 
dends declined from $5,817,376 to $4,907,708. This decline 
in gross operating revenues and net income is all the more 
significant, when it is realized that railroad operations in 
other parts of the country were particularly successful in 1925. 
As a matter of fact, combined net operating income for all 
Class I railroads in the country reached a higher figure in 
1925 than in any other year since 1915, and was $1,121,077,- 
000 as contrasted with $973,837,000 in 1924. Furthermore, 
the coal strike did not commence until September, 1925, and 
the full effect was not felt at once. A protracted strike in the 
anthracite coal fields would undoubtedly have a serious effect 
on the revenues of all the hard coal carriers. In like fashion, 
any depression in the hard coal industry is reflected in the earn- 
ings of these roads. 

The case of the old Pere Marquette is another example 
- frequently cited to show the dangers that may result from 
poorly diversified trafic. This road was originally built to 
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serve the rich timber lands of Michigan. For a time all went 
well; but, as the lumber was cut off, trafic dwindled and earn- 
ings declined. The inevitable result was receivership and 
reorganization. In fact, two reorganizations were necessary 
in this case before the road finally emerged as a going con- 
cern. The growth of other industries in the territory which 
the Pere Marquette serves has, during recent years, improved 
its situation substantially. At the present time, the road’s 
trafic shows a satisfactory diversity, products of forests con- 
stituting slightly over 6 per cent of total revenue tonnage.” 

The business of a railroad is different from that of a fac- 
tory, in that its plant and equipment are definitely committed 
to the one business of furnishing transportation services. If 
the road’s business centers largely on the transportation of only 
one article, and if the demand for, or source of supply of, that 
article falls off, the road is helpless. It cannot change its 
machinery over to the manufacture of another commodity, as 
in the case of many manufacturing plants; nor can it distribute 
its product to other localities, as in the case of many electric 
plants which enjoy super-power hook-ups. 

Diversified traffic—Roads which have diversified traffic are 
affected in other respects. The Lehigh Valley, the Delaware 
& Hudson, and other coal carrying lines are hampered by the 
fact that much of their trafic moves only one way. All of 
these roads are required to have special equipment for hauling 
coal, yet the coal moves one way only. On the other hand, 
empty cars have to be hauled back to the mines, and this haul- 
ing involves a cost with no corresponding return. It might 
also be added that roads with highly concentrated traffic suffer 
from seasonal depressions and periods of peak movements. 
In order to meet the heavy movement of traffic at certain times 





2 CLASSIFICATION OF REVENUE FREIGHT TONNAGE 
PERE MARQUETTE, 1926 


Per Cent 
Products of Agriculture... .5.4--+-- 9-54 
ProductseofmaAnima | smite aot trir 1.10 
Productsmotanviinesivateiicirccer) terriers 52.74 
Products of Forests.............-.5.+> 6.28 
Manufactures and Miscellaneous...... 30.34 
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of the year, it is necessary to have facilities which lie idle 
during other months. Diversified traffic results in a more even 
distribution of business throughout the year. 

Traffic density——The next matter to consider in analyzing 
railroad securities is that of traffic density. A road’s trafhc 
is customarily divided into two major groups—freight and pas- 
senger. The freight density of a road may be found by divid- 
ing the number of tons of freight carried one mile by the 
number of miles of road operated. Passenger density is like- 
wise obtained by dividing the number of passengers carried 
one mile by the number of miles of track operated. By so 
comparing the amount of freight or the number of passengers 
carried, in terms of the ton mile, or the passenger mile unit, 
with the number of miles of track operated, we have a ratio 
which indicates the extent to which the facilities of one road 
are used as compared with those of another road. In this 
connection let us consider the average freight and passenger 
density of three roads *—the New York Central, the Chicago, 
Milwaukee & St. Paul, and the Missouri Pacific. 


AVERAGE TRAFFIC DENSITY OF SELECTED ROADS 


TRAFFIC DENSITY, TEN-YEAR AVERAGE 
(1917-1926) 


Road Freight Passenger 
New York’ Central iene sdotet 3,493,989 543,718 
Chicago, Milwaukee & St. Paul..... 1,024,680 78,662 
Missourisbaciic™ sno rhe ener aan 1,071,764 81,927 


*Nine-year average, 1918-1926. 


During the past ten years the New York Central lines aver- 
aged to carry 3% times as much freight as did either of the 
other two lines for every mile of track operated, while it did 
over six times as much passenger business per mile of track 
operated. This does not mean that the New York Central 
carried 314 times as much freight as cither of the other two 
roads, but it does mean that it carried for each mile of track 
operated 3% times as many ton miles of freight. 





*Moody’s “Manual of Investments,” “Railroad Securities,” 1927, pp. 947, 
1083, 1142. 
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Trafhc density depends in a measure on the territory which 
a railroad serves, its termini, and its connections with other 
railroads. Roads which traverse densely populated areas, or 
which connect important cities, will have a heavier traffic den- 
sity than roads which serve thinly populated areas. It is also 
important that a road be situated so as to serve one or more 
important terminal cities. A road which connects Chicago with 
the Gulf, with Mississippi or Missouri river points, or with 
Pacific or Atlantic cities has an excellent opportunity to make 
arrangements with other roads for reshipment of trafic over 
long distances. A road which merely serves an outlying area 
and acts largely as a feeder for other lines is at a disadvantage 
in this respect. Such a road is restricted to traffic that origi- 
nates or is consumed in its own area. The business of handling 
through shipments is possible only for roads which connect 
important cities. If the student will refer to a railroad map 
and note the areas and the important cities served by the five 
roads making up the proposed new Nickel Plate merger, he 
will note that the merged system, as proposed, will acquire 
through connections between St. Louis and Peoria at the west- 
ern extremity, and Washington, Newport News, Baltimore, 
Philadelphia, and New York at the eastern extremity.* Such 
a system will rival in strength the New York Central, the 
Pennsylvania System or the Baltimore & Ohio. Furthermore, 
the Pere Marquette, which now has no Atlantic seaboard ter- 
minal, will become an integral part of the system and, from a 
geographical standpoint, will be greatly strengthened. The 
Erie, on the other hand, will be further strengthened by having 
additional sources of east bound trafic at Chicago through its 
association with the Chesapeake & Ohio and the New York, 
Chicago & St. Louis. In other words, the combined results of 
the system should be in excess of the combined results of the 
present roads operating independently. 





4The New York, Chicago & St. Louis now serves, among other important 
cities, St. Louis, Peoria, Chicago, Toledo, Detroit, and Buffalo, The Pere 
Marquette serves Detroit, Lansing, Grand Rapids, and Port Huron. The Chesa- 
peake & Ohio serves Chicago, Cincinnati, Louisville, Newport News, Wash- 
ington, Baltimore, Philadelphia, and New York, and is connected with Toledo 
by the Hocking Valley. The Erie connects Chicago, Cincinnati, Cleveland, 
Buffalo, and New York. 
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The roads that offer the greatest opportunities for specula- 
tive profits at the present time are those roads serving rapidly 
growing areas. Such roads as the Southern Railway, Missouri- 
Kansas-Texas, and Missouri Pacific have recently shown large 
increases in traffic and revenues partly on account of the growth 
that has taken place in the territories served. Other south- 
western roads, such as the Atchison, Topeka & Santa Fe, ought 
to show future increases in density and revenues. The New 
York Central, the Pennsylvania, and the New York, New 
Haven & Hartford serve areas where a normal expansion in 
trafic may be expected, it is true; but the opportunities for 
speculative profits are limited by the fact that such roads are 
rapidly reaching the point of increasing costs. That is, any 
substantial amount of additional trafic which these roads may 
be called on to carry will require additional facilities and hence 
add to capital investment and fixed charges. Roads which at 
present have a low traffic density are in a position to take on 
additional business with no substantial increases in plant and 
with a less-than-proportional increase in operating expenses. 

Revenues per ton mile of traffic carried—In connection 
with traffic density it is also important that one consider the 
nature of trafic handled. The mere fact that one road has a 
trafic density of two times another road is not especially sig- 
nificant, as the former road may have a relatively large amount 
of low grade freight. The character of business handled 
determines the relative profitableness of the road’s traffic den- 
sity, so to speak. For example, the freight density of the 
Lehigh Valley in 1926 was 4,236,513. That is, over 4,000,000 
ton miles of freight were hauled per mile of track. The 
average rate per ton mile, however, was only 1.15 cents. The 
New York, New Haven & Hartford had a freight density in 
1926 of 1,736,591, less than one half that of the Lehigh 
Valley, yet it averaged to earn 2.07 cents per ton mile, or 
nearly double that of the former road. On this account the 
New York, New Haven & Hartford was able to show, in 
1926, gross freight revenue per mile of track of $36,210 as 
compared to $48,230 for the Lehigh Valley. In other words, 
with a freight density of only 41 per cent of that of the 
Lehigh, the New York, New Haven & Hartford was able to 
derive from its freight business 75 per cent as much revenue 
per mile of track as did the former road. The following table 
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presents an interesting comparison of the ton-mile earnings of 
selected roads: * 


CHARACTER OF TRAFFIC, TON MILE EARNINGS,* AND OPERATING 
RATIOS 


(Selected Roads, 1926) 


Delaware WOVE N.Y.,N.H. Norfolk & 
Freight Classification ©@ Hudson Central Atchison & H, Western 


Products of Agriculture 4.48% 6.42% 20.26% 9.50% 2.19% 


Products of Animals.... —.60 Bok 3.30 2.60 32 
Products of Mines ..... 69.10 58.12 39-49 35.00 84.61 
Products of Forests..... 5.29 3°57, 6.46 5.30 3.73 
Manufactures and Misc. 20.53 29.68 30.49 47.61 9.15 

















* Average Revenue per Ton- 
le S11). CENTS 14 ere ees! 1.062 1.051 1.203 2.071 65 


Note the extent to which earnings vary with the class of 
freight that is handled. The Norfolk & Western has the 
lowest rate of earnings, the highest per cent of freight repre- 
sented by products of mines, and the lowest under the manv- 
factures and miscellaneous group. New York, New Haven 
_& Hartford has the highest. rate of earnings, the lowest per 
cent classed as “‘products of mines,’”’ and the highest classed 
as ‘‘manufactures and miscellaneous.” 

Passenger versus Freight Traffic.—If one looks at the com- 
posite operating results of all Class I roads in this country, 
he will note that freight business contributes more than any 
other single item to total revenues. In other words, the 
freight end of the railroad business is considerably more 
important than the passenger end. ‘The best proof of this lies 
in an examination of the combined income account of all Class 
I roads, shown in the following table: ° 


COMPARISON OF TOTAL REVENUES, FREIGHT AND PASSENGER 
REVENUES 


e 


(Class I Roads, 1922-1926, in $1,000’s) 


Item 1922 1923 1924 1925 1926 
Total Revenues . $5,559,093 $6,289,589 $5,921,496 $6,122,510 $6,380,092 
Freight .......+. 3,992,441 4,606,720 = 4,333,585 4,541,646 = 4,807,045 
Rassengere. tier 1,074,108 1,145,699 1,07 5,039 1,056,395 1,042,950 





5 “Standard Statistics,” Standard Corporation Records. 
6“U, §, Statistical Abstract,” 1926, p. 391. 
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On the other hand, there are certain roads, such as the New 
York, New Haven & Hartford and the Long Island, where 
passenger revenues are nearly as large or larger than freight 
revenues. In the case of the Long Island Railroad, almost all 
of whose stock is owned by the Pennsylvania Railroad, pas- 
senger revenues consistently amount to over twice freight 
revenues. The passenger density of this road is the 
highest of any road in this country known to the author.’ 
These roads, however, are the exception, not the rule. Never- 
theless, the passenger business of a road is generally highly im- 
portant to successful operation and should be closely watched. 
Railroads operate under conditions of increasing returns, and 
a falling off in passenger revenues, even though only a small 
part of We road’s total revenue is derived from its passenger 
business, may prove serious. Small as such revenues are in 
some cases, they may provide the margin necessary to pay 
fixed charges and show profits. A case in point is the history 
of the Chicago, Milwaukee & St. Paul, which recently went 
into the hands of receivers. It may be true that this road 
was overcapitalized on the basis of its normal business, yet, 
until its passenger density started to decline after 1920, it had 
been able at least to earn its charges. From 1920 on, how- 
ever, a rapid decline took place in passenger density at a time 
when there was no substantial increase in freight density. 
Operating results, therefore, were less and less satisfactory 
during a period when most roads of the country were showing 
a substantial improvement. ‘The table on the following page 
brings out these tendencies clearly. 





7 Moody’s “Manual of Investment,” “Railroad Securities,” 1927, pp. 1266, 1267. 


GROSS REVENUES, REVENUES DERIVED FROM FREIGHT AND 
PASSENGER TRAFFIC AND PASSENGER DENSITY 


(Long Island Railroad, 1922 to 1926, in $1,000’s) 








Item 1926 1925 1924 1923 1922 
Total Revenues .... $39,649 $36,869 $35,078 $34,085 $30,952 
Passenger Revenues. 25,274 24,163 22,11 20,704 19,224 
Freight Revenues .. 11,661 10,603 10,169 10,486 8,916 


Passenger Density... 4,554,317 3,962,067 3,625,275 __ 3)376,918 3,120,306 
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PASSENGER AND FREIGHT DENSITY AND OPERATING RESULTS, 
CHICAGO, MILWAUKEE, & ST. PAUL 


(1920 to 1925, Inclusive) 


Passenger Operating Times Charges 
Year Freight Density Density Ratio Earned 
TO2OR tay acts i oi 1,071,629 98,885 97.94 77 (def.) 
IWEN, caspadase 766,352 75,605 87.18 42 
LOQZAS Manone 961,174 74,089 82.57 68 
LQ 2 30 veers his ter 1,082,783 71,560 79-59 1.02 
LQZA weibse eye. 1,001,624 64,677 79.28 -92 
TODS Mec Gooner 1,067,991 64,173 80.51 .80 


Even though the road was able to reduce its operating ratio 
substantially during the period, it was unable to show earnings 
much more than charges for any of the years under considera- 
tion. Had the passenger business of the road not declined by 
so large a percentage, it is possible that receivership proceed- 
ings would have been delayed if not entirely avoided. 

During the past five years there has been a country wide 
tendency for passenger business to decline, while freight rev- 
enues, on the whole, have increased. This movement is indi- 
cated in the data appearing on page 485, and may be further 
verified by statistics of passenger miles and freight miles of 
service rendered by Class I railroads for recent years.® 


FREIGHT TON MILES AND PASSENGER TON MILES, AND AVERAGE 
TRAFFIC DENSITY 


(Class I Roads, 1921-1926, Inclusive) 


Miles Revenue Freight Average Passenger Average 

of First Ton Miles Freight Miles Passenger 
Year Track (1,000,000’s ) Density (1,000,000’s) Density 
MORAG aoceasuat 234,702 306,840 1,308,938 37,313 159,000 
1922 sees eeeee 234,976 339,285 1,444,840 35,470 150,900 
1923 .s+ee eee 235,574 412,727 1,754,901 37,957 161,100 
OPH a ceanpoue 235,894 388,415 1,649,318 36,091 153,000 
OPI aware woo 236,849 413,814 1,749,147 35,950 151,800 
OP Ximugikeemoionede: ca tact ok 444,038 1,884,616 QGCCy) 9) Rodel 


The decline in passengers carried and passenger density may 
be partially accounted for by the increasing use of automobiles 
and buses. ‘Truck transportation has undoubtedly taken away 








8 Data taken from “U. S. Statistical Abstract,” 1926, pp. 377 to 389. The 
student will find it interesting to work out similar statistics for each of the three 
classification districts: Eastern, Southern, and Western. Sufhcient data are 
available for this at the above reference. 
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some freight trafic from the railroads, especially in congested 
areas where short hauls predominate; but where the average 
haul is long, transportation by rail has so far proved more 
economical than by truck. In view of the preceding tenden- 
cies, it is essential to study carefully the manner in which indi- 
vidual roads have fared in respect to passenger and freight 
trafic increases or decreases and to consider their future pros- 
pects under changed conditions. 

Length of mileage.—The length of mileage operated by a 
road is another general factor to be considered. As a rule, 
roads with long mileage enjoy diverse trafic and long hauls. 
Long hauls are often more profitable to a road than short 
hauls, because handling and terminal costs are proportionately 
less. Regardless of the length of haul, only one set of terminal 
costs is necessary. For these reasons it rarely happens that a 
road or system operating less than 1,000 miles is profitable. 
The exceptions are those roads that operate through very 
densely populated areas or which connect important termini. 

The presence of extra main line trackage likewise indicates 
a better utilization of the system. It has been estimated by 
railroad engineers that the carrying capacity of a railroad is 
increased from 2% to § times by double tracking. ‘The pres- 
ence of double tracks increases the rate of speed at which 
trains may be run, eliminates the delays frequently incurred 
where trains meet at turnouts, and makes possible much greater 
efficiency in train operation. 

Specific tests of operating efficiency; analysis of financial 
statements.—Analysis of the second group of factors that 
must be considered in studying railroad securities, factors over 
which the management has a direct control, require contact 
with the financial statements issued by the separate roads. In 
contrast to the wide differences found in the accounting prac- 
tices of industrial and public utility corporations, one finds a 
pleasing uniformity in railroad accounts. All roads engaged 
in interstate commerce are required to keep their accounts on 
forms prescribed by the Interstate Commerce Commission, and 
all items must be handled in a uniform manner. It is of dis- 
tinct value to the analyst to know that such items as mainte- 
nance, additions and betterments, depreciation, and repairs are 
always handled in exactly the same manner, irrespective of the 
road he is studying. Furthermore, the completeness with 


RAILROAD SECURITIES—ANALYSIS OF 489 


which information is given enables a much more valuable com- 
parison to be made of various roads than would otherwise be 
possible. 

The income account.—The basic form of income account 
now prescribed by the Commission follows: 


STANDARD FORM OF INCOME ACCOUNT FOR 
RAILROADS 


Section I.—Operating Revenues 


Freight revenues 
Passenger revenues 
Other transportation revenue (including mail, ex- 
press, etc.) 
Nontransportation revenue 
Total operating revenue 


Section II.—Operating Expenses 
Maintenance of way and structures 
Maintenance of equipment 
Traffic expenses 
Transportation expenses 
General and Miscellaneous expenses 
Transportation for investment credit 

Less total operating expenses 


Section III.—Net Operating Revenues 
Less railway tax accruals 
Uncollectible railway revenues 


Section IV.—Operating Income 
Add 
Rent from locomotives 
Hire of freight cars (credit) 
Rent from passenger train cars 
Rent from joint facilities 
Other income 


Section V.—Total Operating Income 
Deduct 
Hire of freight cars (debit) 
Rent for locomotives 
Rent for passenger cars 
Rent for joint facilities 
Rent for other equipment ° 
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Section VI.—Net Railway Operating Income 
Add nonoperating income 
Dividends received 
Income from funded securities 
Income from unfunded securities and accounts 
Rents received 
Miscellaneous income 


Section VII.—Gross Income 
Deduct 
Interest on funded debt 
Interest on unfunded debt 
Rents for leased roads 
Miscellaneous rents 
Miscellaneous charges 


Section VIII.—Net Income 
Deduct 
Dividends paid 
Special appropriations 
Profit or loss for the year 


The income account of the Wabash Railway Company for 
the fiscal year ended December 31, 1925, is given below for 
illustrative purposes.® It will be noted that this account follows 
very closely the standard form shown above for discussion 
purposes. 


WABASH RAILWAY COMPANY INCOME ACCOUNT 
(Year ended December 31, 1925) 


OPERATING REVENUES 





1925 
Pret chee cg acento Sa in ole rt tla tu eee cre Meee nites toe oe $55,329,533-48 
Passenger BDO ODO Comets OO SIIO tH GU Odeo eansonen 9,364,485.87 
IWiEtd acne nner Eonokenbn loon ndas oWoRod sumone 821,242.85 
EEXPTESS' Wrse cle ce mintelsaie ciclo + «siete ne eee tener eee 1,849,683.77 
Miscellaneous 


AGO OTA OO ACO CIOS HOLD G0 Go.oAdindoe 2,545,355.02 


wie, 518 See Peale: MORI SR Tee ee Oe $69,910,300.99 





® The complete annual report may be found in the Chronicle, Vol. 122, p. 2515 
(May 1, 1926). 
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OPERATING EXPENSES 


Accounts— 1925 
Maintenance of Way and Structure................ $ 9,311,985.39 
WMaimtenance, or ee quipmenter > ac <1 tice tote stores 12,348,290.72 
BL rafhowe ga cami reese s Wisin esse eae a ettne « oiane 1,816,543.44 
‘bransportation-—-Ratl Wine) s.ku...- antes «cee 25,431,803.96 
Miscellaneouss@penations tc tats iersirths cals shetats 387,660.58 
General pasa cere otitis oie okies ea ts een 1,948, 563.75 
Transportation for Investment—Credit............. 164,424.02 

motalOperatinguP xpensesaccneaecucmec a: $51,080,423.82 
Nets Operatinr Revenue ss eee te ie ies $18,829,877.17 
Railway bax Accruals cee as sesh sree arr ee crete $ 3,287,579.67 
Uncollectible Railway Revenues.................4. 7,069.40 
Mota esses ecb rien «SIS ce Sona ds aeRO coe $ 3,294,649.07 
Operating Incomes. ae eee ene $15,535,228.10 

Other Operating Income— 

Rent irome Locomotives acca et sce somite titer cre rete $ 56,185.56 
Rent from Passenger-Train Cars............e0000: 44,950.66 
Rent,trom) Floating Equipment. suisseiee ag sie se 24,912.10 
Renttrom) Work, Equipment sca elise dea sla. 16,385.17 
Joints FacilityaRents ss eccee ne cemeteeeaac cones 289,311.36 

Rota Wiener aae pein one ete tlag aigiis e's $ 431,744.85 

Total) Operating sincomesse. esigaccctaru cae $15,966,972.95 

Deductions from Operating Income 
Hire of Freight Cars—Debit Balance............... $ 1,882,230.18 
Rentstor. Locomotives = enti tic cet beatesteiae eied erteals 30,933.37 
Rents torsbassenper=\inaine Cars .wsisar. sie wei erect 72,311.35 
Rentarorelloating <2 Quipment itt ya sete ce rience acre 15,881.72 
Rent-for Work, Equipmentain o-F. oss aeiaes ia tees cs 40,750.76 
Ome eb acilityatRents recess cca y sr ok eee sas errn 1,673,350.08 

PEotal Mepocs ays fs ayer Beste enh seoeso nny ia teres $ 3,714,457.46 
Net Operating Income, Section 422 Transportation 
ACES TOZO) cer ae Nee do ie che ae hehe ack $12,252,515.49 

Nonoperating Income 
Incomestromiylbeasenot Roads.%,4.). 2.1. ics sosteess «5516 $ 20,575.47 
MuiscellancoussRentsincomenmect isa. ol reece ie 157,192.74. 
Miscellaneous Nonoperating Physical Property...... 35,288.57 
Dividend@incomes ts. wee eee ae eee eee 77,704.00 
Income from Funded Securities...............-+-05. 33,221.95 
Income from Unfunded Securities and Accounts.... 444.680.12 
Income from Sinking and other Reserve Funds..... 212.50 
Miscellancoussincomes ra imine eee en iet. 1,231.67 

Lotalaeremnrnrr or ck vette ase eels cae $ 770,107.02 


Grosselncometece.tiacccwiecs see cars Chicco es $13,022,622.52 
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Deductions from Gross Income 1925 
Rentsfor: Leasedp Roads. eens iterate weirs $ 361,704.21 
Miscellaneous pRentsie.ic. acc sce etree hes teat niente ks 23,909.22 
Miscellaneous Tax Accruals... 2... -0 ee weenie sie 25,866.12 
Interestion KundedsDebtya. se ee peer era ete 4,587,596.15 
Interest onsUnfundedsDebtsanns-o-miee ener eee 23,558.57 
Amortization of Discount on Funded Debt.......... 50,345.28 
Miscellaneous Income Charges ............--+.+++- 3,205.00 

MRotalhi sei. ie srs oohbateheese me eieacana che seers op aeeueeists $ 5,076,184.55 
Neto income! :.j..c..-¢ ae eee emo saer eeeiuce $ 7,946,437-96 








The various sections of this report may now be considered 
in greater detail. Section I does not require elaborate expla- 
nation. In this part of the report is shown the total operating 
revenue of the road as derived from operating trains over its 
mileage. Nonoperating income is excluded from this section. 
Obviously the greater part of the operating revenues of a road 
will be derived from its freight and passenger business. The 
average figures for the United States as a whole show that 
from 65 to 70 per cent of all operating income is derived from 
handling freight. Passenger revenues are next in importance, 
while revenues derived from mail, express, and so forth, con- 
stitute only a relatively small part of total operating rey- 
enues.”° 

Operating revenues per mile of track—An excellent test 
of the traffic density of a road in terms of earnings may be 
found by dividing operating revenues by miles of track oper- 
ated. ‘This study may be further refined, if desired, by ascer- 
taining freight revenues or passenger revenues per mile of 
track for comparative purposes. ‘“‘Revenues per mile ot 
track”’ is a better measure of the amount of traffic carried by 
a road than either freight density or passenger density as 
previously defined (see page 482). Revenues per mile of 
track give weight not only to the amount of trafic per mile 
of track, but to the profitableness of this traffic as well. 

It is interesting to note the extent to which revenues per 
mile of track vary as between different sections of the country. 
The following table ** shows the combined results for selected 





oe 








10 See tables on p. 485. ; 
11 Based on data from “U. S. Statistical Abstract,” 1926, pp. 392, 393- 
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roads operating in different geographical divisions of the 
country for the year 1926: 


TABLE SHOWING AGGREGATE OPERATING REVENUES, MILES OF 
TRACK OPERATED, REVENUES PER MILE OF TRACK, AND 
OPERATING RATIOS 


(Selected Roads, 1926) 











1926 
Miles of Operating Operating 
Road Operated Revenues Revenues per Operating 
Region Dec. 31, 1926 ($1,000’s ) Mile of Track Ratios 
New England! 245..... 7,340 $ 275,946 37,600 75.0 
Great Vakes* sar. seo. 24,896 1,170,692 47,000 73-9 
Central Eastern ...... 27,092 1,496,640 55,200 75.4 
Rocahontasse reer mitee 5,555 291,064 52,400 63.2 
Southern yaci.is ccinee ens 39,174 876,162 22,300 73-9 
Northwestern ......... 48,481 728,126 15,000 73-9 
Gentrall Western? a. ---)- 52,102 1,043,972 20,000 69.4 
Southwestern ......... 32,464 565,965 17,400 74.2 
Alle Revions s.r. 237,104 $6,448,567 27,200 73. 




















One of the difficulties found in analyzing railroad securities 
is the fact that no one ratio taken by itself is significant. So 
it is with “revenues per mile of track.” Until we know the 
operating ratio of the road and its capitalization “per mile” 
of track, it is impossible to derive any very intelligent deduc- 
tions from “‘per mile” revenue statistics. If one road requires 
80 per cent of its operating revenues to meet operating ex- 
penses, while another requires only GOS pete Ccntmit is at once 
obvious that each dollar of operating revenue received is more 
valuable to the second road than to the first. In similar 
fashion, it is important to know the “per mile” capitalization 
of the two roads. If high “per mile revenues” are accom- 
panied by a high “per mile capitalization,” the advantages of 
heavy trafic may be nullified.” It is, in fact, impossible to 
center one’s attention on any one statistical measurement in 
analyzing railroad securities. On the other hand, it is neces- 
sary to consider the whole range of data available and 
then to form as reasonable and intelligent a judgment as 


possible. 





12 For further consideration of capitalization per mile of track and its effect 
on railroad securities see p. 507. 
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Operating and maintenance ratios.——The operating ratio 
of a railroad is found by dividing its total operating expenses 
by its total operating revenues. The resulting figure indicates 
the percentage of gross revenues required in the operation of 
the business. While it is true that the operating ratio of a 
road gives a general picture of the road’s efficiency, it is not 
in itself complete. The truth of this statement becomes ap- 
parent as one examines more closely the significance of the 
various items contained under Section II of the Income Ac- 
count. Let us, therefore, analyze in some detail each of the 
Subdivisions found under the heading “Operating Expenses.” 
The item “Maintenance of way and structures” includes all 
items of expense incurred in repairing and renewing the rail- 
road’s track, roadbed, bridges, tunnels, stations, docks and 
buildings, signals interlocking devices, power plants, and trans- 
mission lines, as well as write-offs for depreciation on these 
items. In other words, the expenses segregated under this 
item cover all outlays incurred in maintaining the so-called 
way and structures of the road in a proper state of repair, 
as well as such depreciation in values as occurs thereon through 
ordinary wear and tear, age, and obsolescence. 

‘Maintenance of equipment” includes items of expense in- 
curred in repairing and renewing the rolling stock of the road; 
that is, its cars, locomotives, car shops, shop machinery, and 
the like. It also includes write-offs for depreciation on these 
assets. In this way the assets of the road are divided into 
nonmovable (way and structures) and movable (rolling stock 
and assets associated therewith). 

“Trafic expenses” includes all costs incurred in procuring 
business for the railroad. They may be compared with the 
selling expenses of an industrial plant. The trafic manager 
of a railroad is really its sales manager. It is he who is re- 
sponsible for getting business. Included under traffic expenses, 
therefore, we find expenses and salaries of trafic managers, 
freight solicitors, advertising, industrial, and immigration 
bureaus, and the like. 

“Transportation expenses” ?* includes all expenses incurred 
in moving trains. To this account are charged the wages of 
station employees, flagmen, yardmen, clerks, watchmen, engi- 
neers, and trainmen, the cost of dispatching trains, fuel and 


18 This item is sometimes called “Transportation Rail-line.” 
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supplies for locomotives, expenses for water supply, the oper- 
ation of joint yards and terminals, and telegraph and station 
service expenses. In short, all costs of train movement are 
included in this subdivision of the Income Account. ‘“Trans- 
portation water line,” as the term implies, includes similar ex- 
penses involved in the operation of such vessels as the rail- 
road owns, and terminals and docks used therewith. 

‘Miscellaneous operations” includes expenses incurred in 
the operation of dining cars and restaurants, grain elevators, 
stockyards, and in the furnishing of other special services that 
are collateral to the main business of the road. 

Under the heading “General Expenses” are grouped the 
salaries of the general officers of the road, and their office ex- 
penses, including clerks, attendants, office supplies, stationery, 
legal expenses, pensions to old employees, and other so-called 
indirect expenses. ‘Transportation for investment credit” is 
set up to absorb all expenses connected with the movement 
of company materials, transportation of company officials 
using passes, and other costs involved in transporting materials 
or persons incurred in connection with construction. This 
account is then deducted from total operating expenses, in 
order that total railway operating expenses will represent 
only the movement of revenue trafic. This item must be 
treated, therefore, as a bookkeeping or adjustment item and 
not as an addition to other expenses, in arriving at total oper- 
ating expenses. 

The first conclusion generally drawn from a comparison of 
the operating ratios of two roads is that the road with the 
lower ratio is the more efficiently operated, and, therefore, 
should be considered the better medium of investment, other 
things being equal. ‘This assumption is not entirely true, 
however, for the reason that certain of the various items mak- 
ing up operating expenses have a different effect on the invest- 
ment status of the road’s securities than do other expense 
items. Let us consider in this connection the amount spent 
for maintenance, which is largely discretionary. The average 
amount now spent by all roads in the United States for main- 
tenance is about 33 per cent of operating revenues. If, how- 
ever, a given road spends more on maintenance items than 
another road, it may mean that its physical assets are being 
kept in a better state of repair. In fact, it is perfectly pos- 
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sible for a road to go so far in maintenance expenditure that 
in substance it actually increases the capital value of its assets. 
Yet, so long as such expenditures are charged to income and 
not to capital accounts, the result is an increase in operating 
ratios. One may naturally ask, ‘Does this policy truly regis- 
ter inefficiency?’ On the other hand, another road, by 
neglecting its way and structures and equipment, may show 
much lower operating expenses and a lower operating ratio. 
Again, it may be asked, “‘Is the second road more efficiently 
operated than the first?” A mere examination of the oper- 
ating ratio of a railroad fails to give a complete picture of its 
operating efficiency. 

It is possible to illustrate this entire situation by means of 
two hypothetical examples. Let us consider that Roads A 
and B are similar in respect to territory served, the nature of 
trafhe density, and operate about the same amount of gross 
mileage. ‘The percentages ** of total operating revenue con- 
sumed by the various classes of operating expenses for both 
roads are as follows: 


A B 
Per Cent of Operating Revenue Con- Per Cent of Operating Revenue Con- 
sumed by: sumed by: 

Maintenance of Way and Struc- Maintenance of Way and Struc- 
CULES seretere ret one Korhonen reas 13 WIRKEY Gaon oo anesocronuoooud Io 
Maintenance of Equipment...... 20 Maintenance of Equipment...... 14 
Transportation Rail and Water. 35 Transportation, Rail and Water. 40 
ebraticsandaGenerallaeaeee eee 6 iirathe andsGeneralaeneren ee 7 
Total Operating Expenses..... 74 Total Operating Expenses.... 71 


In the above illustration Road A’s operating ratio is higher 
than that of Road B, yet a closer examination shows that 
Road A is putting a much larger percentage of its operating 
revenues back into its properties than is Road B and is actu- 
ally conducting its real business, that of furnishing transpor- 
tation, in a somewhat more efficient manner than Road B. 
This is indicated by its transportation ratio, as the ratio of 
transportation expense to operating revenue is called. Thus, 





14 The ratios given here for Road A approximate to the ‘average for all roads 
of the United States for 1926. See “U. S. Statistical Abstract,” 1926, p. 391, for 
original data. 
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if one seeks an indication of the operating efficiency of one 
road as compared with another, he should go farther than a 
mere comparison of operating ratios. A far better index of 
the operating efhciency of a road is the ratio of ‘General 
transportation, and trafic expenses” to ‘“‘Operating revenues.”’ 
This ratio is the most important single item available for meas- 
uring both the efficiency with which a road is operated, and 
its profit making possibilities. In a way this item actually 
reflects all other matters of efficiency, since everything accom- 
plished in the way of economical operation sooner or later 
has its effect in raising or lowering the so-called “‘transporta- 
tion ratio” of the road. 

Again, it is necessary to add a word of caution. In com- 
paring the “transportation ratios’ of various roads it is also 
necessary to consider the relationship which exists between 
classes of freight and gross revenues. The fact that certain 
kinds of freight are more remunerative than others cannot 
be overlooked in comparing transportation ratios, although it 
by no means follows that roads with a predominance of low 
paying freight always have high operating ratios. The added 
services which must sometimes be rendered in connection with 
high class freight trafic may offset the higher rate received 
thereon. Looked at in another way, low grade freight, car- 
ried in large trainloads, with no additional service, may prove 
as profitable in terms of “net revenues” as the higher class 
freight. Again, the most valid comparisons are between roads 
that are similarly situated and which move essentially the 
same kinds of trafhic. 

Analysis of maintenance expenses: equipment.—The 
grouping of operating expenses into various subdivisions 
makes it possible for the investor to develop several tests of 
the policies of a road in respect to maintenance of both equip- 
ment and ways and structures. Some indication of the liber- 
ality of a road in respect to its maintenance of equipment may 
be had by dividing maintenance of equipment expenses by 
gross revenues. This will show the percentage of gross 
revenues devoted to the maintaining of equipment, but is not 
the most accurate test in respect to this item. It is possible 
to go somewhat farther and reduce maintenance of equipment 
expenses to a “per mile of road” basis. Even this basis of 
comparison is open to the fundamental objection that no ac- 
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count is taken of the number of engines one road has as com- 
pared with another. If Road A has twice as many engines 
per 1,000 miles of track as Road B, the first road obviously 
should spend more to maintain equipment than the second. 
It is more accurate, therefore, to reduce ‘maintenance of 
equipment” to a “train mile” basis. The results of such a 
comparison are far more satisfactory than the “per mile of 
track” method, even though it fails to take account of the 
various types of equipment a road operates. 

The most accurate analysis of equipment expenses requires 
that the amount of maintenance charged to each type of equip- 
ment—locomotives, passenger cars, and freight cars—be di- 
vided by the number of “locomotive” or “‘car miles’ regis- 
tered by each class of equipment. While this gives very accu- 
rate and comparable data on the maintenance policies of a 
given road in respect to equipment, the average investor is 
rarely in a position to obtain all the necessary data to make 
these computations. In some instances, the annual reports of 
the road furnish these ratios. In other cases, it is necessary 
to consult the reports on file with the Interstate Commerce 
Commission in Washington. For this reason the investor, as 
a practical matter, is forced to rely largely on the ratio of 
maintenance of equipment to gross revenues, or maintenance 
of equipment per train mile. For illustrative purposes these 
ratios are shown for four of the leading northwest roads for 
the year 1926. 


COMPARISON OF MAINTENANCE OF EQUIPMENT EXPENDITURES 
(Four Northwest Carriers, 1926) 


% Maintenance Maint. 


Gross Maint. of Equipment Equip. 
Revenues of Equip. to Gross Per 
in $1,000’s in $1,000’s Revenues Train Mile 
Chicago, Milwaukee & St. Paul.. 160,538 36,458 22.7 1.005 
Chicago & Northwestern........ 154,336 31,917 20.7 eames 
Greati Northern enc reernicere 117,384 17,857 15.2 836 
Northern’ Pacificiestes ete ae 97,351 17,415 17.9 886 


* Unavailable. 


A further test of the actual physical equipment of a road, 
quite independent of the amount expended on its maintenance, 
is found in the percentage of bad order cars and bad order 





1° Data. taken from “Standard Statistics,” Standard Corporation Records, 
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locomotives to the total “on line.” In the previous chapter 
we referred to the semi-monthly report of the American Rail- 
way Association dealing with freight cars and locomotives 
awaiting repairs (see page 467). This report, among other 
data, gives, for a number of the larger roads (those with over 
$25,000,000 annual operating revenues), the per cent of un- 
serviceable locomotives to total locomotives ‘‘on line,” and 
similar data for freight cars. A road is generally considered 
as standard which has not more than 5 per cent of its cars 
and not more than 15 per cent of its locomotives in bad order. 
Thus is a check provided on the current maintenance charges. 
If maintenance appears normal on the basis suggested, as com- 
pared to other roads, and if bad order cars and locomotives 
are not proportionately high, then the presumption is in favor 
of the road. Otherwise, there is at least prima facie evidence 
that proper maintenance is not allowed for upkeep of the 
road’s rolling stock. 

Analysis of maintenance expenses: way and structure. 
—The “maintenance of way and structure” item and various 
methods by which this may be analyzed for comparative pur- 
poses are next to be considered. The most obvious ratio for 
comparing the “Maintenance of way and structure’ expenses 
of one road with another is to determine the per cent of oper- 
ating revenues allocated to this account by each road. A 
somewhat more significant ratio may be obtained for com- 
parative purposes, however, if maintenance of way and struc- 
ture expenses are reduced to a “per mile” basis by dividing 
such expenses by the number of miles of track operated. This 
ratio again must be interpreted in the light of the trafhe density 
of the road. Of course it would not be accurate to compare the 
“ber mile” maintenance expenditures of a road with a freight 
density of 1,000,000 with similar data for a road with a trafhc 
density of 3,000,000, for the wear and tear on the latter road 
would be substantially greater than on the former. When 
comparing the ‘‘maintenance of way” expenses on a “per mile 
of track’? basis for two roads, therefore, it is necessary to 
consider rather carefully the relative amounts of traffic carried 
by each. For this reason such comparisons are most significant 
if one first divides the roads to be studied into groups show- 
ing approximately the same traffic density and then ascertains 
the amounts expended over a period of years for maintenance 
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of way and structure on each road within the group. It is 
also possible to set up standard figures for each group to 
which individual roads in the group may be compared. 

In actual practice, a further refinement is applied in com- 
paring maintenance expenditures. It is at once apparent that 
the amount required to maintain a four track road is not twice 
that required to maintain a two track road of similar length, 
nor four times that required to maintain a single track. A 
unit known as “‘miles of track equivalent” is, therefore, com- 
puted somewhat as follows. If one assumes that each extra 
mile of main track can be maintained at a cost of 70 per cent 
of that required for a mile of single track, and that a mile of 
siding can be maintained at 50 per cent of the cost of main- 
taining a mile of main track, then, by multiplying the number 
of miles of extra track by .7, the miles of siding by .5, and 
adding these results to the number of miles of main track, 
he will have an adjusted figure representing the number of 
‘track miles” in terms of maintenance. Technically, this fig- 
ure should be used as the denominator in reducing main- 
tenance of way expenditures to a “per mile” basis. 

It is possible, however, to avoid the necessity of making this 
adjustment and to give proper account to traffic density by 
using “‘revenue train miles” as the denominator. Expendi- 
tures for way and structure maintenance “per revenue train 
mile” is perhaps the best ratio for comparing the policies of 
various roads where it is available. The following table 
shows the per cent of gross devoted to ‘maintenance of way 
and structures” and the amount of such expenditures per 
revenue train mile for selected Northwest roads: 


ANALYSIS OF MAINTENANCE OF WAY EXPENDITURES (1926) 


Per Cent Maintenance Way AND 
Maintenance Maintenance Srructures ExpENSES 


Road Gross Way and Way and 
Structures Structures Per Revenue Per 

: in 1,000’s to Gross TrainMile Mile Track* 
Chicago, Milwaukee 

eS tebaulea ae $160,538 $24,057 15.0 66 Dei 
Chicago & North ty Seabee 

Western eee: 154,336 23,291 TIS t 257,53 
Great Northern Sages 117,384 14,140 Ter 662 1,726 
Northern Pacific.... 97,351 12,297 12.6 “> .626 1,840 


* Unadjusted. 
+ Unavailable. 
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Nonoperating revenues and expenses.—The first item in 
Section III of the Standard Income account is designated for 
purposes of present discussion as “Net operating revenues.” 
This subtotal represents the actual net earnings attributable 
solely to train operation without any deduction for taxes, bad 
debts, or fixed charges, and without reference to so-called 
nonoperating income or expenses. After tax accruals and un- 
collectible revenues are deducted, Section IV, which is the 
“Operating income” of the road, is obtained. To this is 
added certain other items, such as revenues received from the 
rental of equipment, or joint facilities. Hire of freight cars 
may be a debit or a credit item, depending on the relative 
amounts received and charged under the “per diem’ arrange- 
ment by which freight cars are allowed to go off the parent 
line. A charge of $1 per day is allowed to the parent road 
for all cars which are in use on other lines. On the other 
hand, the lending road may, and probably will, be using cars 
of other lines at the same time. If a line is abundantly sup- 
plied with freight cars, therefore, it is likely that this item 
will be a credit, otherwise its receipts will be less than the 
amounts charged by other roads and the item will be a debit. 
After adding or subtracting all such items “Total” or ‘‘Gross 
Operating income”’ is obtained, from which must be deducted 
all charges for equipment and facilities rented from other 
roads. 

Net railway operating income.—When these deductions are 
made “Net railway operating income”’ is secured, which is an 
important subdivision of the Income account. It is this item 
that is compared with the Interstate Commerce Commission’s 
valuation of the road’s property in determining whether a fair 
return has been earned, and to ascertain, also, if any excess 
income is available for recapture under the Transportation 
Act of 1920. 

Gross and net income.—The addition of nonoperating in- 
come, such as dividends received on stocks owned, interest on 
bonds and notes owned, rents received for leased properties 
(as distinct from temporary loans of equipment), and mis- 
cellaneous income will give ‘Gross income.” It is this amount 
which is available for the payment of charges in the form of 
interest on funded and unfunded debt, and for rents payable 
for leased properties. It is possible to determine at this point 
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the number of times total charges have been earned, but it is 
not possible to tell by how much margin the charges on any 
particular issue of bonds have been earned. The exact pri- 
orities which the various bond issues enjoy in respect tg earn- 
ings will depend on the security underlying the bonds. Dis- 
cussion of this matter has been deferred until analysis of the 
balance sheet is taken up, at which time the whole matter of 
the position of the various bond issues of a given road is again 
considered. After deducting all fixed charges from “Gross 
income,” the amount available for dividends on the preferred 
and common stocks of the company, as well as for special re- 
serves, remains. The balance after these charges is carried to 
the ‘‘Profit and Loss” account in the balance sheet. 

For statistical purposes it is frequently desirable to reduce 
all of the main subdivisions of the Income account to a “‘per 
mile’ basis. In this way it is possible to compare different 
roads in respect to such items as “‘total revenues,” “‘operating 
expenses,” “fixed charges,” and “rentals” on a per mile basis. 
Where “per mile” figures are used in this way to make a com- 
prehensive study of the earnings and expenses of two or more 
roads they have a real value. On the other hand, erroneous 
conclusions may result from an attempt to compare two roads 
by analyzing only certain items on a “per mile” basis. This 
is true, because the interrelationship that exists between all the 
accounts found in the income statement is very close. As al- 
ready stated, it would be illogical merely to compare the fixed 
charges “‘per mile” for one road with another road with no 
reference to earnings, operating expenses, and other income. 
Much the same thing could be said in respect to almost any 
phase of the work of analyzing railroad securities. A proper 
conclusion requires the weighing of many individual factors. 

Train movement or traffic statistics—Another group of 
statistical data is available from current sources which is not 
primarily financial, but which deals rather with operating re- 
sults, and train and car movements. For instance, the aver- 
age trainload measures efficiency in train movements and also 
gives some clue to the condition of equipment. The heavier 
the trainload, other things being equal, the lower the over- 
head expenses of the road in connection with the journey. 
The addition of more cars to a given train does not increase 
the cost of hauling proportionately. Heavy train movements 
may be affected by proper routing and dispatching, and are 
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aiso encouraged by adequate locomotive service. ‘There is, 
however, a limit to the use of such statistics, because of differ- 
ences in classes of trafic. A road which hauls a substantial 
amount of bulky and heavy freight, such as coal, may be able 
to show a large average trainload. On the other hand, a road 
which is required to handle large amounts of light, but high 
classification, freight, per se, will have a lighter average train- 
load, although such trafic may be highly profitable. 

The percentage of “loaded” to total car mileage indicates 
the extent to which “empties” must be hauled. It is highly 
important that a road reduce the hauling of empty cars to a 
minimum. The reduction of empty car movements may be 
encouraged by proper routing and classification, although the 
nature of the territory and character of traffic hauled will 
make it necessary for some roads to haul proportionately 
more empty cars than others. This is particularly true in the 
case of roads which require special equipment for ‘‘one way” 
freight, such as the coal carriers. Other roads, such as the 
grain carriers, suffer from having heavy one-way movements 
in trafic, with no opportunity to utilize the necessary move- 
ment of empty equipment back to the producing area. 

There are still other statistics which are sometimes used in 
analyzing railroad operations, but these may be considered as 
secondary to those already suggested. Freight or passenger 
density, while customarily measured by the number of “ton 
miles” or passenger miles carried annually per mile of track, 
may also be computed by dividing total freight train miles or 
passenger train miles by the number of miles of road. In 
addition to showing the average freight or passenger revenue 
derived from a ton mile of freight or a passenger mile, it is 
also possible to show the average revenue derived from each 
ton of revenue freight hauled or from each passenger, with- 
out reference to the length of haul. Where such a compari- 
son is made, one would expect high revenues per unit on roads 
with long hauls and vice versa. In other words, the length 
of haul determines the average revenue per unit of freight or 
passenger carried and not the character of the freight. In 
the following table, which is presented for illustrative pur- 
poses, are given the various ratios just discussed for four se- 
lected Northwest roads: *° 





16 Data taken from “Standard Statistics,” Standard Corporation Records. 
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OPERATING STATISTICS, SELECTED NORTHWEST ROADS, 1926 


Average PerCentof Freight Passenger Average Average 
Revenue Loaded to Train Train Revenue Revenue 
Road Train. Total Car Miles per Miles per per Ton per 

Load Mileage Mile Road Mile Road Freight Passenger 
Chicago, Milw. & St. Paul $628.38 65.04 1,703 1,530 $2.53 $2.10 
Chicago & North Western 479.65 * I,910 2,109 1.88 2.61 
Great Northern. oni. ah oe 873.16 63.41 a) 7d 1,342 2.66 4.23 
Northern Pacificv.se. ues 661.87 69.37 1,507 1,554 332 4.50 


* Unavailable. 


The balance sheet.—The balance sheet has the same sig- 
nificance in railroad accounting as in industrial or public utility 
accounting; that is, it represents a cross section of the road’s 


financial condition at a given instant of time. 


The following 


balance sheet for the Wabash Railway Company, as of De- 


cember 31, 1925, 1s presented for discussion purposes. 


The 


arrangement of accounts found in this statement conforms 
closely to the standard in which all railroad balance sheets are 


published. 


BALANCE SHEET FOR WABASH RAILWAY COMPANY 


ASSETS 
1925 
Investments $ 
Investment in Road and 
Hquipments see 253,995,054.93 
Improvements on Leased 
PLOPertyparinsciee etek eee eLe ee 


Sinking Funds ....... 
Deposits in Lieu 
Mortgaged Property 


Soldevitwe .itae. eeeesees |) TAS eee 
Miscellaneous Physical 

Property wom sctclere's <r¥s 2,002, 561.15 
Investments in Afhli- 

ated Companies .... 7,456,534.52 
Other Investments .... 43,621.00 


Sdoreyshavsre sees 263,497,808.49 


Total 
Current Assets 

Cashierie ter. ites actemre 3, 560,143.95 
Special Deposits ...... 5)212,083.84 
Loans and Bills Receiv- 

ablepesees.ccreks es 4,205,166.77 
Traffic and Car Service 

Balances Receivable.  2,025,854.73 


Net Balances Due from 
Agents and Conduct- 


531,568.93 


LIABILITIES 
1925 
Stock $ 
Capital |Stock#jeiaeer 138,492,967.17 
Long-term Debt 
Funded Debt 
tured 


Unma- 


94,845,954.11 


Current Liabilities 
Trafic and Car Sery- 





ices Payable ..... 1,752,126.93 
Audited Accounts and 
Wages Payable ....  5,749,385.84 
Miscellaneous Accounts 
Payablemerarenerecre 436,980.51 
Interest Matured Un- 
Paldiizsorcwnma eee 289,029.50 
Funded Debt Matured 
Winpardiererna tas e's 10,200.00 
Unmatured Interest Ac- 
Ae po we omECAOeRS 1,203,645.76 
Unmatured Rents Ac- 
crued Wath; caeaaeee 287,023.35 
Other Current Liabili- 
ties ais/ajeiais\eheie\sieieieialele 259,285.37 
Total iiyes aged 


9,987,677.26 
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ASSETS Lia BILITIES 
1925 1925 
Miscellaneous Accounts Deferred Liabilities 
Recéivable ease 1,992,258.88 Other Deferred Liabili- 
Material and Supplies. 4,660,085.04 tESIise pats. cteyh ctetesy os 182,992.48 
Interest and Dividends ices 
Receivable 2. steer. 118,551.87. Unadjusted Credits 
Rents Receivable ..... 43,967.00 shaxmiciabrlitya captdee 25557,431.05 
Other Current Assets. . 221,186.46 Insurance and Casualty 
IRESeLVieSmarenisrilsciey 70,814.56 
MRotal “aes eek: 3 22,570,867.47 Operating Reserves ... 23,081.49 
——————— Accrued Depreciation— 
Deferred Assets Equipment 2.4.0... =. 7,417,083.53 
Working Fund Ad- Other Unadjusted 
MEINE s5o5 Boor ataat o 217,770.41 Creditsy. ses earae wae 2,564,384.64 
Insurance and Other — 
HUN Syiice che cps aepereuays 39,985.16 pliotal wascyeescrs serie 12,632,795.27 


Other Deferred Assets. 10,978.27 
———— _ Corporate Surplus 

Motalugas: hikes 268,733.84 Additions to Property.. 395,435.20 

—_—_—_———— Profit and Loss Balance 33,660,768.75 

Unadjusted Debits SS 


Rents and _ Insurance “otal Meee rte ete 34,056,203.95 
Premiums Paid in 
ALG VAN CO aes cas ctoasya o¥ole 65,384.95 
Discount on Funded 
Debt? asetews ceeds I,112,138.20 
Other Unadjusted Deb- 
ACS ee kias cet oghe sth 1,103,685.63 
Securities Issued or As- 
sumed Unpledged .. 542,047.66 
Securities Issued or As- 
sumed—Pledged .... 1,037,924.00 
CIs Oba Were tcterate cone Sn 3,861,180.44 
otalwAssetsae eee 290,198,592.24 Total Liabilities ..290,198,590.24 





Investments.—On the asset side of this statement the first 
subdivision is headed “Investments.” Under this caption are 
listed: (1) actual physical railroad property, which is owned 
by the company in the form of road and equipment; (2) sink- 
ing funds, representing assets segregated with a trustee under 
sinking fund and agreements; (3) improvements on leased 
property which belong to the lessee (there are no such items 
in the case of the Wabash road and hence this item does not 
actually appear in the company’s statement) ; (4) deposits in 
lieu of mortgaged property sold, which represent cash de- 
posits made with the trustee where property secured by mort- 
gage bonds has been sold; (5) miscellaneous physical prop- 
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erty, which includes various nonrailway properties owned by 
the company, such as land, building, hotels, or parks; (6) 
“investments in affliated companies,” which represent the 
book value of the stocks and bonds of other railroad com- 
panies owned, where the investment was originally made for 
control purposes; (7) ‘“‘other investments” under which the 
total book value of outside stocks and bonds owned by the 
company is stated. Such investments may comprise securities 
of other roads not controlled, of businesses affliated with the 
railroad industry, or of companies not associated in any way 
whatsoever with the business. 

Current assets.—The next subtitle, ‘““Current assets,” re- 
quires no elaborate description. The various accounts listed 
under this heading comprise such items as cash, deposits, loans 
and bills receivable, amounts due from agents and conductors, 
miscellaneous accounts receivable, inventories and accruals in 
the form of interest, dividends, or rents. 

Computing values for rate making.—At this point it is 
worth while to consider briefly the items which are included 
in computing the total value of railroad property for the 
purpose of determining ‘‘excess earnings” under the recapture 
clause of the Transportation Act of 1920." In theory, valu- 
ations of this nature, as well as valuations for rate purposes, 
should include all assets used in carrying on the regular busi- 
ness of the road, that is, in furnishing freight and passenger 
transportation and in rendering services incidental thereto. 
Some clue as to the proper items to be included in determining 
the fair value of railroad property may be found by examin- 
ing the various elements of income constituting ‘‘Net railway 
operating income.” According to the Income account, on 
page 490, the essential items contributing toward “net railway 
operating income”’ are freight revenues, passenger revenues, 
revenues from special sources, and rentals for equipment, or 
terminal facilities. The assets responsible for the revenues 
are for the most part “investment in road and equipment,” 
although investments in afhliated companies, where over 51 
per cent of the outstanding stock is owned, should likewise be 
included. Miscellaneous physical property and other invest- 
ments, however, should not be included. Cash, materials, and 
supplies should be included where necessary to railroad oper- 


17 See p. 457. 
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ation.“* On the other hand, materials and supplies not used 
for railroad purposes should be excluded. Property accounts, 
investments in affliated companies, cash, and materials and 
supplies, therefore, comprise the more important items that 
go to make up the assets on which valuation for rate making 
purposes is made. If the investor will compare the sum of 
these items, as found in the published balance sheets of the 
corporation, with the tentative or final valuation placed on the 
road’s assets by the Interstate Commerce Commission, he will 
be in a position better to determine the investment status of 
the bonds and stocks of the road. Such a study makes pos- 
sible a fairly accurate estimate of the real value of the prop- 
erty behind the road’s securities. At least, it indicates the 
value on which the road is permitted to earn before deduc- 
tion is made for payment of excess earnings to the government. 

Capital items.—The first items appearing under liabilities 
represent the stock and funded debt of the company. These 
accounts are of special significance to the investor and should 
be analyzed in some detail. The first matter to consider here 
is the proportion of total investment made up of bonds, pre- 
ferred stock, and common stock and surplus. On the aver- 
age, a somewhat larger proportion of railway investment is 
represented by bonds than in the case of industrials, and not 
without good reason. The permanency of railway values and 
the regularity of income warrants trading on a somewhat thin- 
ner equity than would be justified in the industrial field. In 
fact, it is not uncommon to find 60 per cent of total capitaliza- 
tion represented by bonds in railroad financing. It is more 
desirable, however, that funded debt should not exceed 50 per 
cent of all capital investment, including surplus. 

Total capitalization, as well as capitalization by classes of 
securities, may be reduced to a per mile basis by dividing the 
total amount of securities, or the amount for any class, by the 
number of miles of track operated. In ascertaining total cap- 
italization, however, it is necessary to provide for leased lines 
in the proper manner. The total figure ordinarily given for 
miles of track operated includes both leased and owned prop- 
erty. If total capitalization, as indicated by the amount of 
bonds and stock of the parent road outstanding, is divided by 
the total number of miles of track operated, with no provi- 





18¢ Likewise, an adjustment should be made for non-transportation assets where 
these are relatively important. 
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sion for the bonds and the stock of leased roads, the figures 
for “per mile” capitalization will be erroneous. Either the 
bonds and the stock of the leased roads must be included in 
the dividend or leased mileage must be deducted from the di- 
visor before proper results can be obtained. The customary 
method of making this adjustment, however, is to capitalize 
rentals at 5 per cent and to substitute this for the bonds and 
the stocks of leased lines. ‘Total capitalization of a road, 
then, for comparative purposes, will include bonds and stock 
outstanding and net rentals capitalized at 5 per cent. 

The reduction of total capitalization to a “per mile” basis 
is desirable for purposes of comparing the capital structures 
of various roads. When making such comparisons, however, 
it must be recalled that there are a great many other factors 
to be considered at the same time. ‘The traffic density of the 
roads under scrutiny, the character of the trafic hauled, and 
the nature of the territory through which they run are all 
matters of vital importance and may explain wide differences 
in per mile capitalization figures of various roads. A total 
“per mile” capitalization of $60,000 to $75,000 may be high 
for roads operating in the Northwest, where traffic density is 
light and construction costs far less than in the densely popu- 
lated area east of Chicago. On the other hand, a total cap- 
italization per mile of $200,000 may not be excessive for such 
roads as the New York Central or the Pennsylvania, which 
enjoy very heavy passenger and freight density, and which 
operate through thickly populated areas where land values 
are very high. 

The New York, New Haven & Hartford Railroad is one 
of the heaviest capitalized roads of the country, with figures 
running at about $300,000 per mile. Most roads in trunk 
line territory, which extends from Chicago to the coast, will 
run from $150,000 to $250,000 per mile of track. In west- 
ern territory, “per mile” capitalization will normally average 
between $40,000 and $75,000 “per mile” of track. The net 
capitalization of all roads in the country in 1925 amounted 
to $18,190,000,000, which was equivalent to $74,460 per mile 
of track. In this figure surplus was not considered. Total 
investment for all roads, therefore, was somewhat higher, 
amounting to $95,594 per mile in 1925.8 ‘Per mile” cap- 

18 Taken from “U. S. Statistical Abstract,” 1926, pp. 384, 385. 





RAILROAD SECURITIES—ANALYSIS OF 509 


italization data are not significant by themselves. A road can 
support a heavy capitalization, where traffic density is likewise 
heavy and traffic is profitable. The Chicago, Milwaukee & St. 
Paul was unable to support a capitalization of $60,000 a mile, 
at a time when the New York Central was able to support a 
capitalization of $190,000 per mile and show a reasonable 
profit. 

Current liabilities—The next item under liabilities, ‘‘cur- 
rent liabilities,” includes the various items that one would 
normally expect there. “Traffic and car services payable,” and 
‘“‘Accounts and wages payable” include, for the most part, pay 
roll accruals and accounts payable arising out of railroad oper- 
ation. The other items, except “Miscellaneous accounts pay- 
able,” include accruals on funded and unfunded debt and rents 
accrued. 

Other items.—Under ‘Unadjusted credits’? the most impor- 
tant item is “‘accrued depreciation.” ‘This is an offset reserve, 
and should be deducted from the “Investment in road and 
equipment” account in ascertaining its real value. ‘The ‘‘Sur- 
plus account” is generally divided into two parts: one called 
‘“‘Appropriated surplus,” and representing a permanent in- 
vestment in property, the other, “Profit and loss’ surplus, 
which is available for the payment of dividends. 

Purchase of railroad securities: bonds.—In purchasing rail- 
road bonds the investor’s problem is by no means simple. 
After studying all the preceding factors relative to the finan- 
cial operations of the road and its profit making possibilities, 
it is necessary further to determine the status of the particular 
bond under consideration in relation to other securities of the 
road. If all the credit obligations of a road were in two or 
three categories, representing first, second, and third liens 
against all its properties, the matter of determining the status 
of each issue of bonds would be relatively simple. In prac- 
tice, however, the financial structures of most railroads have 
been built up over a period of years through the acquisition of 
a division here and a division there. Part of a road may have 
been built by means of construction companies, part acquired 
through a merger, part by a lease arrangement, and part by 
the purchase of the stocks or the actual assets of other cor- 
porations. The funded debt of the parent company, there- 
fore, comprises an intricate mass of underlying and deben- 
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ture bonds, secured by various mortgages on specific trackage 
or by general claims against specific parts of the entire system. 
While it is possible to reduce the total aggregate burden of 
these obligations to a “per mile” basis, such a figure is more 
important as a test of the road’s general credit than that of any 
particular issue of bonds. 

It is also true that the total burden of these obligations i in 
respect to mileage and earning power is valuable when testing 
the road’s position as a going concern, although such an 
analysis fails to indicate in any way the priority in claim go- 
ing with an individual issue of bonds, or the advantages which 
any particular issue would enjoy in case of foreclosure. Such 
information is available only through a study of the specific 
units of road pledged under a given mortgage and the relative 
value of such sections to the road in question. Underlying, 
or first mortgage, bonds on important sections of the road, 
that is, on sections over which traffic density is sufficient to re- 
turn an excess of income over fixed charges, are better secured 
than underlying mortgage bonds on sections where the trafhe 
density is light and earnings fail to equal charges. In the 
event of receivership, unquestionably the first issue of bonds 
would be well taken care of, while the second issue might fare 
no better than the unsecured creditors of the road. The 
obvious conclusion is that a bond, unless the obligation of a 
road whose general credit is high, should be secured by asset 
values substantially in excess of the amount of bonds outstand- 
ing, and by earnings substantially in excess of charges. Earn- 
ings should average at least two times interest requirements 
in order that the bond should be considered sound. 

When a railroad goes into receivership, it is the principal 
aim of the receivers, as well as the reorganization committees, 
to cut down charges. Therefore, they look over the railroad 
properties and compare earnings on different sections of the 
road with the expenses, including charges, which properly be- 
long to each section. They may find one section with only a 
small first mortgage outstanding, where interest charges are 
earned four or five times. On another section there may be 
two or three bond issues outstanding, while earnings are in- 
sufficient to equal the charges even on the underlying securi- 
ties. First, or even junior, mortgage bonds of the first sec- 
tion might easily be left undisturbed, whereas the holders of 
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the bonds covering the second section would be required to 
make sacrifices. If the bondholders did not wish to accept the 
terms offered by the reorganization committees, the most they 
could do would be to foreclose. Such action might bring little 
or no relief, where the section had not been profitable prior 
to default. As a practical matter, therefore, the bondholders 
would probably do better by accepting the terms offered than 
by foreclosing, for a section that is unable to earn charges 
when operating with the whole unit as a going concern is less 
likely to earn charges when operated independently. 

Preferred stocks.—The preferred stocks of railroad com- 
panies differ but little in their investment aspects from the 
preferred stocks of utilities. Unless dividends on the pre- 
ferred stock issue are guaranteed, as is the case frequently 
where a subsidiary company is leased by the parent company, 
a railroad preferred stock is secure in proportion as under- 
lying assets and earnings exceed the amount of stock outstand- 
ing and dividend requirements. As a general rule, preferred 
stocks in railroad companies with proportionately large bond 
issues outstanding are not as desirable as preferred stocks of 
railroads with a low percentage of total capitalization in the 
form of funded debt. 

The relative stability that railroad earnings normally en- 
joy and the fact that preferred stocks are quite likely to be 
represented by assets of admitted value, and, hence, entitled to 
a predetermined earning capacity, preclude the necessity of a 
wide excess of earnings over dividend requirements. Preferred 
stock of a road that is moderately well situated and earns its 
preferred dividend by a 100 per cent margin ordinarily would 
be considered a good investment. Such a road, however, should 
show up at least as well as the average in its territory in re- 
spect to the preceding ratios discussed. The current yield on 
high grade railroad preferred stocks will depend largely on 
money rates. In other words, the same factors that govern 
the prices of high grade bonds govern the prices of such 
stocks. ‘The best railroad preferred stocks sell on nearly the 
same yield basis as high grade bonds. In the present market 
(1928) the current yield on such stocks will range from 4.75 
to 5.5 per cent. On more speculative issues the yield is natu- 
rally higher to account for the greater risk, although medium 
grade issues with relatively low investment risk can be pur- 
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chased to yield between 5.5 and 6.5 per cent. Issues which 
are selling on higher yields are for the most part highly specu- 
lative. 

Railroad common stocks will sell at prices which reflect cur- 
rent per share earnings, current dividend rates, and future 
prospects. The future possibilities of a railroad can be deter- 
mined only by an accurate study along the lines already sug- 
gested. While it is impossible to state the relation that should 
obtain between the market price of a given railroad stock and 
its “per share” earnings or current dividends, it is possible to 
generalize by stating that a group of railroad stocks at the 
present time (1928) will average to sell at about 10 times cur- 
rent per share earnings and to yield, currently, between 5 and 
5.5 per cent. At the close of 1926 the average price of 40 
principal railroad stocks was $97.25, and the average per share 
earnings were $11.97. The ratio of earnings to price was thus 
12.3 per cent, or, in terms of multiples, these stocks averaged 
to sell at about 8.1 times earnings. The ratios for some of 
these stocks were as follows: 


% Earned 

Company “on Current Jo Current 

Selling Price Dividends 
Baltimoreméqe Ohion aaeaen ae ee tee 15.6 5.8 
Chesapeaker&sOhiomees ere 14:2 ae 7.4 
Delaywaresc& sludson: nee ee erent 9.2 5.2 
iNew olka Centrallemiseris teenie 16.2 Ban 
News Havens Se teed een cee 12.8 — 
INontolkm&aVViestennieie-yey nee ee 15.1 6.1 
Pennsylyaniaue 6. ever ae eee 12.5 6.2 
Pt lanticns Codstm Linea een reer tee 11.3 4.7 
Dllinois# Centraliew nee ee eee 10.3 5-7 
SouthernsRailwayasnaetee ee eee 13.5 5.8 
Atchison tice on ends eee ee 14.7 4.5 
WniontBacific ecru sere eee ee 10.5 6.2 
St. Louis & San Francisco............. 15.9 7.2 


It is interesting to note that the highest grade common 
stocks of railroad companies averaged to sell at an approxi- 
mate price of only 8.1 times earnings, and on a current yield 
of from 5 to 6 per cent, at a time when high grade industrials 
sold at from 10 to 12 times earnings and even higher. A 
partial answer to this paradox is undoubtedly to be found in 





19 Wall Street Journal, November 11, 1926. 
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the lack of confidence which many investors had in the atti- 
tude of the Interstate Commerce Commission, on the one 
hand. On the other hand, there is the possibility that railroad 
labor organizations will insist on some share of increased 
earnings as soon as they reach attractive levels. The history 
of our railroad industry from 1910 to 1920 is too recent to 
be forgotten. 

While the act of 1920 offers some protection to the stock- 
holder, the entire matter of valuation is unsettled. The extent 
to which the government will insist on recapture is likewise an 
unknown factor. In fact, the political elements of the situa- 
tion have made directors of successful railroads reluctant to 
distribute any very large share of increased earnings as divi- 
dends. The tendency has been to divert these as far as 
possible to expenditures for property. Just when a distri- 
bution will be made in the case of such roads as the Atchi- 
son, for example, is somewhat problematical. The result is 
that investors have been slow to give the same weight to 
earnings as in the case of unregulated industries. 

The political aspects of the situation are less offensive to 
the bondholder and the preferred stockholder, for there is a 
fairly well defined feeling that these security holders should 
be adequately protected in respect to their fixed incomes. 
There is no question, in other words, as to the legitimacy of 
their return; but whether a succession of “‘plums’’ could be 
distributed to common stockholders without causing at least a 
burst of political talk is quite another matter. 

Summary.—In this chapter it has been possible to give only 
a cursory treatment of investment analysis as applied to rail- 
road securities. This subject is one of the most complex 
branches of investment science. ‘The more important bases of 
comparison have been touched upon. Acquaintance with these 
will undoubtedly help the beginner. Yet when it is recalled 
that there are 201 Class I roads in this country, that is, roads 
with an annual gross revenue of over $1,000,000, and that 
the number of different securities outstanding runs well into 
the thousands, the complexity of the field begins to impress 
one. Furthermore, statistical comparisons, while they have 
their place in railroad analysis, do not tell the entire story. 
Not until a complete survey has been made of the territory 
through which a road runs, in respect to physical character- 
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istics, industries, resources, termini, and relations with connect- 
ing roads, in addition to a statistical study of its performances 
over a period of years, can the investor be said to have 
familiarized himself with the real investment merits of a 
road’s securities. Mastering the field can be expected only 
after years of constant study and attention to detail. 


CHAPTER XX 


FINANCIAL INSTITUTIONS—BANKS AND 
INSURANCE COMPANIES 


Common characteristics of financial institutions—We shall 
consider in the present chapter the securities of certain selected 
types of financial institutions: bank stocks, life insurance stocks, 
and fire insurance stocks. ‘These three types of institu- 
tions have at least one common characteristic: their essential 
business is that of investing. This statement applies even 
though the business of banking, especially as conducted by the 
average commercial bank, has recently been extended to in- 
clude the furnishing of a multitude of collateral services, such 
as the administration of estates, the furnishing of trustee 
services, and the operation of safe deposit vaults. In some 
cases, the commercial bank goes even so far as to conduct an 
investment banking business through subsidiaries.* Insurance 
companies likewise have other sources of revenue than from 
investments, namely, revenues derived from an excess of pre- 
miums over losses paid. In neither instance, however, can the 
income from sources other than investments be said to con- 
stitute a major portion of total net earnings. Investment 
trusts, which will be described in the following chapter, are 
essentially investment undertakings, their sole revenue being 
derived from investments either in the form of dividends and 
interest received from the securities they hold, or as a profit 
on the purchase and sale of securities. Despite the similarity 
found in these various types of undertaking, there are, how- 
ever, sufhcient points of difference to warrant a separate 





1 Two examples of this situation will suffice to illustrate the tendency. The 
National City Company is a subsidiary of the National City Bank and conducts 
solely an investment banking business. Its functions are underwriting and selling 
securities. The Guaranty Company is a subsidiary of the Guaranty Trust 
Company of New York and operates in similar fashion. 
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discussion of the investment characteristics of each type. Con- 
sideration will first be given to bank stocks. 


Bank Stocks? 


Bank stocks carry double liability—-The first point to be 
emphasized in a discussion of the securities of banks is that 
only one type of security is generally found in their capital 
structure, namely, common stock. Furthermore, the stocks of 
banks almost invariably carry double liability. That is, in 
case a bank gets into financial difficulties, the persons in whose 
name its stock stands are liable for an assessment, in addition 
to any unpaid assessments on the original subscription price, 
equal to the par value of their stock. ‘This situation applies 
not only to national banks, chartered by the United States, 
but to many state banks as well, and may be attributed to the 
fiduciary relationship which the bank bears to its depositors 
and those who hold its notes. 

The feature of double liability should be considered by the 
investor before he purchases bank stocks; but, in case of the 
larger and better managed banks, it is a matter of theoretical, 
rather than of practical, importance. This is especially true, 
where the stock of the bank has advanced in price to a point 
considerably above par. It is not uncommon for the shares of 
some of the more important New York banks to sell at prices 
ranging from $500 to $1,000 a share, par being $100. The 
higher the price, the less significance to be attached to the 
matter of the additional assessment which the holder 
might conceivably be called upon to meet. At the same time, 





2 The following articles by Paul Gourrich, which appeared in the Annalist, 
may prove helpful as collateral reading in reference to this subject: 


. The Value of Bank Shares as Investments, March 23, 1925, p. 413. 

. The Value of Bank Shares as Investments, March 30, 1925, p. 445. 

. The Value of Bank Shares as Investments, April 20, 1925, p. 550. 

. Bank Shares: The Equitable Trust Co., N. Y., May 4, 1925, p. 613. 

. Testing the Value of a Bank Stock, June 29, 1925, p. 869. 

. A Survey of New York City Banks and Banking, July 17, 1925, p. 53. 

. Changing Trends in New York City Banking, July 31, 1925, p. 117. 

. Banking Position of the New York Federal Reserve Bank, Aug. 14, 1925, 
p. 183. : 

9. A Study of Changes in New York Banks, Sept. 1, 1925, p. 279. 

10. Analysis of the Banking Economy of New York City: Price Determining 

Ratios, Dec. 25, 1925, p. 797. 
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it may be said that the possibilities of such an assessment be- 
some more remote as the bank’s shares advance in price. The 
reason for this statement lies in the fact that such market 
advances must bear some relation to the surplus of the com- 
pany. That is, an advance in the price of a bank’s stock as- 
sumes a larger surplus, which affords greater protection to 
creditors and minimizes the chance of failure on the part of 
the bank to meet its liabilities when due. 

The business of commercial banking explained—A com- 
plete understanding of the investment value of bank stocks 
depends to some extent on a knowledge of the banking busi- 
ness. We refer here to the business of commercial banking, 
because this is the only type of banking business conducted 
on a large scale under the corporate form of organization. 
Most of the large investment banking houses are partnerships, 
while many savings banks, particularly in the New England 
and the Middle Atlantic states, are mutual. Stock savings 
banks, are more common in other states. Inthe case of a mutual 
savings bank its business is run solely in the interest of its de- 
positors. It should be noted in this connection, however, that 
many of the larger trust companies are now operating sav- 
ings departments, in which they accept deposits in the same 
manner as the mutual savings bank and pay the same rate of 
interest thereon. Furthermore, the investment of the funds 
received from depositors in this way is required to be handled 
under the same laws that govern savings banks deposits in the 
states where they operate. Despite the recent development 
of savings departments in connection with the operation of 
trust companies, we are nevertheless justified in considering 
them primarily as commercial banks. 

The commercial bank, whether it be a national bank, a 
trust company, or a state bank, occupies a position of strategic 
economic importance in the business community it serves. In 
addition to receiving deposits it makes loans to business men 
on short term notes, either secured or unsecured. In the case 
of notes discounted by corporations, partnerships, or indi- 
viduals who are engaged in a reputable business, the proceeds 
of which are to be used for strictly business purposes, no 
security is required other than that going with the customer’s 
signature on the note. In the case of loans made for other 
than business or commercial purposes, additional security 1s 
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required either in the form of indorsements or of collateral. 
Accordingly, one finds listed under the resources of most 
banks two items: unsecured, or commercial, loans; and loans 
secured by pledge of collateral. 

We shall not enter here into an exhaustive analysis of the 
theory of banking, for this ought to be reasonably familiar to 
the average student of economics. It should be pointed out, 
however, that the bank’s lending capacity at any given time 
will depend on the amount of its reserves. Every time a cus- 
tomer discounts a note at the bank normally the proceeds will 
be credited to his deposit account. Thus do we find that 
every time a note is discounted the demand deposits of the 
bank are normally increased. Conservative banking practice, 
however, requires that certain available reserves be maintained 
by the bank in ratio to demand liabilities. Furthermore, there 
are legal requirements in this respect also.* For this reason we 
are justified in stating that the lending power of a bank will 
depend on the amount of its available reserves.* 

In addition to the actual cash or legal reserves which the 
bank is required to maintain, in order to be able to meet its 
demand liabilities and thus to avoid temporary embarrassment, 
it is also important that its combined capital and surplus should 
be sufficient to safeguard the bank’s creditors against undue 
shrinkage in the assets of the bank. That is, a bank with a 
capital and surplus of only $150,000 could hardly be expected 
to carry deposits on its books of $50,000,000. Under such 





3In the case of members of the Federal Reserve System, banks in the large 
cities are required to maintain lawful reserves equal to 13 per cent of their 
demand deposits, banks in medium size cities, 10 per cent, and country banks, 
7 per cent. Deposits with the Federal Reserve Bank operating in their district 
is the only type of reserve considered legal. Federal Reserve Banks, on the 
other hand, must maintain 4o per cent reserve in gold against notes outstanding 
and 35 per cent against deposits. The amount of cash that member banks are 
required to keep on hand, therefore, is not determined by law, except where 
state laws operate. The cash reserves required by state laws in respect to 
state banks vary, but probably average from 5 per cent to 20 per cent of 
demand deposits. 

4 Under our old National Banking Law, now superseded by the Federal 
Reserve System, National banks were permitted to issue bank notes which were 
often put in circulation instead of cash. Note-issuing power is now confined 
largely to Federal Reserve banks, which issue notes secured in part by gold 
and in part by commercial paper. ‘These notes may be paid out by members 
of the Federal Reserve System and hence constitute a demand liability of the 
issuing bank. 
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conditions, a very small shrinkage in the book value of its 
assets would wipe out the entire stockholders’ investment and 
threaten loss to the depositors of the bank, or to other 
creditors. It is the presence of an adequate capital and sur- 
plus, therefore, that protects the depositors and the creditors 
of a bank in the same way that the common stock and the 
surplus of a manufacturing or public utility company protects 
the bondholder, or the creditor. In the case of banks, how- 
ever, it is not necessary that the combined capital and surplus 
should bear anywhere nearly so high a ratio to liabilities as in 
the case of many corporations, on account of the relatively 
low elements of business risk involved in the operation of a 
bank. Accordingly, we find, on June 30, 1926, that the com- 
bined capital and surplus and undivided profits of 7,978 na- 
tional banks amounted to $3,089,358,000, whereas total de- 
posits amounted to $17,092,412,000.5 The ratio of stock- 
holders’ investment to deposits was approximately 1: 5.5. 
Similar data ® for 26 national banks in New York City, as of 
June 30, 1926, show an average combined capital and surplus 
of $20,764,800 and average deposits of $156,224,400. The 
ratio here was 1: 7.5. The average combined capital and sur- 
plus of 21 state banks operating in New York City on June 
30, 1926, stood at $5,378,000 whereas the average deposit 
account stood at $52,248,700, resulting in a ratio of 1: 9.7. 
One might draw the conclusion from these data that the com- 
bined capital and surplus account of the normal commercial 
bank should range between 10 and 20 per cent of total 
deposits. 
Prosperity of banks, how measured.—Let us consider next 
the relationship which a well-established bank bears to the busi- 
ness community it serves. Performing, as it does, a necessary 
service, it is entirely logical that its total business should grow 
at the same rate as the business of the community grows. Note 
that we suggest a comparison, not with the increase in popula- 
tion, but with the growth in business transactions in a com- 
munity. Even though it is possible that the growth in popula- 
tion and business may be proportional, this is by no means 
always true. Business development of a community may al- 








5“Annual Report,” Comptroller of the Currency, 1926, p. 21. 
6 Compiled by Gilbert Elliott & Co., July, 1926. 
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ways be at a faster or a slower rate than the growth in popula- 
tion. Our interest centers primarily on the increase in the 
ageregate business of a community when analyzing bank 
stocks, rather than in the rate at which population increases. 
Owing to the nature of the banking business, it is inevitable 
that banks, located in communities whose commercial activities 
are basic and increasing, offer excellent investment opportuni- 
ties, as their volume of business ought to increase at least as 
fast as that of the community. 

Such increases in the volume of business are usually made 
possible by transferring a part of the profits of the bank each 
year to its surplus account, instead of paying all such profits 
out as dividends. Such accretions to surplus give the bank the 
necessary funds on which to expand. As we have already ob- 
served, every dollar added to the surplus account of the bank 
enables an expansion in deposits of from 5 to 10 dollars, with 
a corresponding increase in net earnings.” Surplus, reinvested 
in this way, may be said to “compound” in the interest of the 
common stockholder. Where the business of the bank in- 
creases at a rate so rapid that it cannot be financed out of 
surplus accretions new stock is issued to the present stock- 
holders at prices below the then market price, thus creating 
valuable subscription rights. This serves as an explanation 
of the rather startling comparisons that may be made in 
reference to the prices at which bank shares sell in relation to 
book values, dividends, and earnings. 

Assets and earnings: a study of currentsratios.—During 
the past several years bank shares have averaged to sell at 
prices considerably in excess of the book value of the under- 
lying assets per share. On July 20, 1926, the average price 
of the stocks of 26 New York national banks was $504.50, 
whereas the average book value of the shares of these banks 
was but $271.8 Similar data for 22 state banks shows an 
average per share price of $551 and average book values of 
$267. In the case of 23 trust companies operating in New 
York the average price of their stock was $653 per share, 
and the average per share book value was $322. In other 





7In some instances, at a more rapid rate. is 

8 Based on studies made by Gilbert Elliott & Co., New York, N. Y. An 
analytical comparison of the New York City banks, July, 1926. Price based 
on average between bid and asked prices. Book values taken as of June 30, 1926. 
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words, New York banks, at any rate, then averaged to sell at 
about twice their book values. 

If we compare the market prices of these stocks with cash 
dividends and annual earnings per share, we will also find 
market prices relatively higher than in the case of industrials, 
public utilities, or railroads. The following table * summarizes 
these ratios as of July 20, 1926: 


AVERAGE MARKET PRICES, PER SHARE EARNINGS AND CASH 
DIVIDENDS 


(New York Banks) 


Average Average Average Ratios Dividends 
Market Net Cash Earnings to 
Institution Price Earnings Dividends to Market Market 
per Share per Share per Share  Price* Price* 
26 National Banks.. $504.50 $31.53 $20.95 5.550 3.3670 
22 State Banks..... 551.00 28.30 13.33 4.73 2.64 
23 Trust Companies 653.00 36.78 20.52 5.76 3.40 


*In computing these averages some companies were omitted for statistical reasons. 
Hence discrepancies between ratios as shown by data given and ratios appearing above. 


In a somewhat similar study made by Paul Gourrich, which 
appeared in a recent series of articles in the Annalist, it is 
shown that the stocks of 14 national banks, as of November 1, 
1925, sold at prices to average 235 per cent of book values; 
the stocks of 9 trust companies averaged to sell at 190 per 
cent of book values; while the stocks of 6 state banks averaged 
to sell at 252 per cent of book values. In this study it was 
likewise shown that stocks of the same banks then sold at rela- 
tively high levels in relation to earnings and dividends. 


RATIO OF MARKET PRICES OF NEW YORK BANK STOCKS TO 
EARNINGS AND CASH DIVIDENDS, 1925 * 


Ratio of Current 
Earnings Dividends 
Institution per Share to to 
Market Price Market Price 
Tae Nationalmsan komerp reenact 5.6% 2.64% 
QMlanusts Compantesmar yer eta tcc 5-5 3.44 
GeStatemBanksiee a shee clea oo yorerele le 4-7 3-29 


*® “Analysis of the Banking Economy of New York City,”’ by Paul Gourrich, Annalist, 
Dec. 25, 1925, p. 796. 





Based on studies by Gilbert Elliott & Co. 
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Ratio of earnings to earning assets and deposits——The 
ratios here studied not only give the student a fairly represent- 
ative picture of what may be expected in the way of a current 
return on bank stocks, but also suggest certain ways in which 
the stocks of various banks may be analyzed for comparative 
purposes. There are, however, other significant ratios that 
may be derived from the financial accounts of banks in making 
comparative studies. We have already noted that commercial 
banks derive their earnings largely from investments. These 
investments are customarily carried under such accounts as 
loans and discounts and securities owned. In fact, these 
accounts constitute the bulk of the so-called “‘earning assets” 
of a commercial bank. An interesting comparison may be 
made between the earnings of a bank and the amount of earn- 
ing assets carried. A somewhat similar basis of comparison 
involves the relation of earnings to deposits, both demand and 
aggregate. These ratios will indicate, to some extent, the rela- 
tive earning power of one bank as compared with another, or 
as compared with a group of banks in the same community. 
From the investor’s standpoint such ratios are significant, in 
that the bank with the highest earning power should prove the 
best investment in the long run, other things remaining equal, 
for the “compounding” process formerly discussed will pro- 
ceed at a more rapid rate. The following table, based on Mr. 


Gourrich’s article, will show these ratios for typical New York 
Banks: 


RATIO OF EARNINGS TO EARNING ASSETS AND DEPOSITS 


(New York Banks, 1925) 


RaT1o——_—_—__—_. 
Earnings to Earnings to Earnings to 
Institution Earning Demand Aggregate 
Assets Deposits Deposits 
Tag National banksem sees 2.2796 2.60% 1.98% 
QelrustaCompanies semesters 1.45 .88 1.08 
6nStates Banks). wc scree ee 1.41 1.45 98 


It is also true that the ratio of ‘earnings to assets” will be 
higher during periods of high interest rates, for the reason 
that all assets, loans and discounts, and bonds yield a greater 
return. 
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Ratio of earnings to capital and surplus.—The ratio of 
earnings to combined capital and surplus is another indication 
of the earning power of the bank and is perhaps a better indi- 
cation of the rate at which the compounding process takes 
place than are the preceding ratios, for here is reflected the 
aggregate or composite picture for all departments of the busi- 
ness. The capital and surplus of the enterprise is the invested 
fund which provides the financing for all branches of the 
bank’s business. By comparing earnings to earning assets one 
is likely to be led into error, for earnings include not only 
interest and dividends received, but revenues from a variety 
of collateral services. The ratio of total earnings to total 
investment, however, reflects the earning power of capital in- 
vested in the business. 

The amount of net earnings after payment of expenses and 
the addition of recovered charge-offs shown for 7,978 national 
banks for the year ended June 30, 1926, was $394,5 57,000 
as compared with an aggregate capital and surplus of $3,089,- 
- 358,000, which indicates an aggregate earning power of about 
12.8 per cent.*° In a recent study covering 38 New York 
banks and trust companies it was shown that they averaged 
to earn I1.9 per cent on their capital, surplus, and undivided 
profits in 1926 against 12.3 per cent in 1925. There was a 
wide difference in the earnings of the various banks, however. 
The distribution * of earning rates for 1926 follows: 


FREQUENCY DISTRIBUTION OF RATIOS OF EARNINGS TO CAPITAL 
(Surplus and Undivided Profits, 38 New York Banks and Trust Companies, 1926) 


% Rate of Earnings No. of Companies 
oto 5 I 
5 to 10 9 
1o to 15 20 
15 to 20 6 
over 20 2 


Bank stocks, importance of management in.—The pur- 
chase of bank stocks requires an especially close check on the 
management of the bank. The personnel of the bank’s 











10 Data taken from “Annual Report,” Comptroller of the Currency, 1926, 


Ppp. 21, 42. 
11 Wall Street Journal, January 31, 1927. 
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directors and their underlying policies are matters of the 
utmost importance to the stockholder. It is easily possible 
for a bank to make unsound loans and to pursue unsound 
policies for a considerable time without detection. Not until 
the failure of some of its large creditors occurs does it become 
necessary to write off assets. It should always be remembered 
that the stocks of a bank are no better than the poorest assets 
carried on its books, for the first losses must be borne by the 
stockholders. Unwise policies, it is true, may increase current 
earnings for a while, at least; but eventually they are likely to 
prove disastrous to creditors and stockholders alike. These 
words of caution are given to show that too great reliance can- 
not be placed on mere statistical analysis in studying the relative 
merits of one bank as compared with another. Quite as impor- 
tant is a thorough acquaintance with the bank’s officers and 
policies. 


Insurance Companies ” 


Classification of—The business of insurance is ordinarily 
classified according to the following 5 groups, depending upon 
the type of risk assumed: life, fire, casualty, marine, and mis- 
cellaneous. The greatest investment interest at present lies 
in companies of the first two groups. We shall, therefore, 
consider only the stocks of life and fire insurance companies 
in this work. 

The business of both life and fire insurance is at present 
conducted by two distinct types of companies: stock companies 
and mutual companies. In the latter case, the policyholders 





12 The following series of articles, which appeared recently in the Axnnalist, 
will prove helpful as collateral reading in connection with insurance stocks: 


Kee lnsunances Stocks asm luviestnents saat TOPS, FSi, OWI Ja, Oe 
2. Insurances Stocks sas ml nvestmentsenenee eeidert renters Aug. 28, 1925, p. 247 
3. A Study of Investment Policies of Insurance Companies..Nov. 13, 1925, p. 605 
4. Stock Holdings of Insurance Companies.............. Noy. 27, 1925, p. 667 
5. Bond Holdings of Insurance Companies.............. Dec. 4, 1925, p. 70% 
6. Industrial Stock Holdings of Insurance Companies....Dec. 11, 1925, p. 733 
7. Preferred Stock Holdings of Insurance Companies..... Je Sy OS, fae 
8. Title & Mortgage Guaranty Company Investment 

Hol dings fe. g.-Si5 tic os Reuacrseqeyasutter saaenes ene rels evegtheee enn oes Jan. 29, 1926, p. 179 
9. Title & Mortgage Guaranty Company Earnings...... Feb. 5, 1926, p. 215 
ro. The Financial Machinery of Fire Insurance Companies..Feb. 26, 1926, p. 307 
rr. Fire & Marine Insurance Company Earnings.......... Mar. 5, 1926, p. 339 
12. Price Determining Ratios of Fire Insurance Stocks....Mar. 19, 1926, p. 403 
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own the business in much the same way as do the depositors 
of mutual savings banks. In the former case, on the other 
hand, the company is conducted under the corporate form of 
organization and the policyholders are only creditors of the 
business to the extent of their policy contracts. It is apparent 
that the investor’s interest lies in the stock companies, not in 
the mutual companies. 

Life insurance, nature of.—It is necessary to have at least 
a general idea of the nature of the business of life insurance 
before one can determine the relative desirability of the stocks 
of life companies from an investment standpoint, and es- 
pecially before an analysis can be made of the financial data 
available in connection with different companies. It may be 
said that insurance companies deal in risks. The business of 
life insurance has been so long established, however, that the 
types of risk in which it deals can be measured with mathe- 
matical precision. ‘That is to say, while it is impossible to tell 
which members of a group of 1,000 males, age 20, will die 
during the ensuing year, it is possible to tell how many out 
of the group will die. Likewise, it is possible to compute the 
life expectancy of a normal man at any age. Therefore, if 
the insuring company can spread its risks over a large group 
of men, it can afford to insure the lives of each in return 
for a premium which is computed on the basis of his life ex- 
pectancy. If there were no interest to be earned on accumu- 
lated premiums, each would have to pay annually an amount 
sufficient to build up a sum equal to the value of his policy 
at death, plus whatever operating expenses and profit were 
required by the company as an inducement to continue in busi- 
ness. As it happens, the amounts actually required to be paid 
in are immediately invested by the insurance company. Accord- 
ingly, when computing the premium to be charged, it is as- 
sumed that a certain rate of interest will be earned on the 
unused portions of current premiums. . This is a very general 
picture of the basic principles on which life insurance compa- 
nies operate. There are many different types of policies which 
we need not go into, since they all involve the basic principles 
just discussed. 

Mortality tables and interest rates in common use.—lIn the 
computation of the premiums to be charged for various policies 
the life insurance companies of this country use one of two 
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mortality tables. The two tables in general use at the present 
time are the “Actuaries” or ““Combined Experience Table” 
and the “American Experience Table.” A somewhat newer 
table, the ‘““American Men Mortality Table,” has recently 
been compiled by a joint committee of insurance commissioners 
and actuaries and probably represents more accurately the 
actual mortality rates to which the present generation is sub- 
ject. According to the last mentioned table, our life expec- 
tancy at present is longer than that assumed by the first two 
tables. Guided by motives of conservatism, however, most 
insurance companies continue to use one or the other of the two 
first mentioned. The rate of interest at which it is assumed 
that the unused portions of current premiums will be invested 
and accumulated is 3% per cent in almost all states, although 
some companies use a rate as low as 3 per cent. 

Sources of profit for insurance companies.—We may con- 
sider at this point the manner in which the insurance company 
ordinarily makes a profit. It is apparent that in so far as its 
actual mortality is less than its expected mortality, to that 
extent has the company been required to pay out less on claims 
than total premiums collected, plus accumulated interest 
thereon. On the other hand, the extent to which the company 
is able to earn more on its investments than the assumed rate 
— 3% per cent—is the extent to which its reserves increase 
more rapidly than the liabilities under its contracts increase. 
A further source of profit is created, of course, by reducing 
selling and administrative expenses. 

Recent growth in life insurance business and present tend- 
encies——The past decade in particular has been especially 
favorable to insurance companies in all these respects and indi- 
cations point to a continuance of the present situation. In 
addition, there has been a much wider appreciation of the 
value of life insurance, with the result that the volume of 
insurance underwritten in this country has greatly increased 
during this present century. The annual amount of new busi- 
ness written and paid for increased from $1,846,267,000 in 
1900 to $15,472,993,000 in 1925. In 1900 the total amount 
of life insurance in force was $8,561,249,000, in 1925, $71,- 
642,128,000.%* When one considers this very rapid increase 





13 “U, §, Statistical Abstract,” 1926, p. 297. 
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in the volume of business underwritten, together with the fact 
that modern science has substantially increased the life ex- 
pectancy of the insured and that interest rates on high grade 
investments have exceeded the 3% per cent basis by a com- 
fortable margin, it is easy to understand why the value of the 
stocks of well managed insurance companies have moved per- 
sistently upward rane the past twenty-five years. Further- 
more, in view of the present rigid supervision to which stock 
companies are subjected in respect to all departments of their 
business and the very conservative lines upon which they are 
tun, stocks of the leading life companies must be classed as 
a conservative type of investment. Liabilities, in so far as 
the present mortality tables and low interest rates are used in 
computing legal reserves, are certain to be overstated rather 
than understated. Assets, on the other hand, consist almost 
entirely of securities. A further analysis of the types of securi- 
ties held by life insurance companies will show that by far the 
largest percentage is in bonds and mortgages. Thus, in 1925, 
out of total admitted assets of $11,537,615,000 for all life 
companies in this country, $4,799,216,000 were invested in 
real estate mortgages, while $4,331,288,000 were carried 
under the heading “bonds owned.” ‘The next largest item 
represented loans to policyholders secured by pledge of 
policies. The amount of this item was $1,445,507,000. In 
1925, therefore, $10,576,011,000, or about 92 per cent of all 
assets, were in the most conservative types of investment 
available.** 

Up to this point, discussion has been confined largely to 
the investment status of the stocks of life insurance companies 
as a class. No intentional effort has been made to treat the 
different bases to be used in analyzing the relative desirability 
of the stock of one company as compared with another. 

Investment tests, past history, and rate of growth.—The 
first test suggested in reference to the analysis of individual 
companies pertains to the rate of growth experienced by the 
company under question. It is true that total or aggregate 
business underwritten by all companies has greatly increased 
during the past twenty-five years, but this does not necessarily 
mean that the business of any one company has likewise in- 





14 “TJ, §, Statistical Abstract,” 1926, p. 297. 
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creased. The volume of new business written annually, the 
kind of business, and the total insurance in force should be 
studied over a ten-year period when analyzing insurance com- 
panies, and the rate of growth exhibited should be at least 
equal to that shown for the country as a whole. There is 
strong presumptive evidence against a company whose new 
business is not showing satisfactory expansion. Such a situa- 
tion may result from any of several causes. The management 
may not enjoy the confidence of the possible insurer, costs of 
doing business may be so high that premium costs are exces- 
sive, the types of policy it issues may be unsatisfactory, or the 
officers may not be sufficiently active in promoting sales. In 
any event, much of the real profit derived from investing in 
life companies results, in the final analysis, from a rapid 
growth in business underwritten. This increase frequently 
requires additional capital for the business which is customarily 
acquired by increases in capital stock. This, of course, results 
in valuable subscription rights to the stockholders of the 
company. 

Ratio of actual to expected mortality and average invest- 
ment return.—Another test of the policies of the management 
of a given company is found in the ratio of actual to expected 
mortality. In most companies this ratio will run between 50 
and 60 per cent. Obviously the greater the care used in the 
selection of risks, the lower this ratio will be. The effect of 
a low mortality ratio on earnings has already been discussed. 
Closely akin to this ratio in its effect on earnings, is the net 
rate earned on mean ledger assets. Stated somewhat less tech- 
nically, we are interested in the per cent earned on invest- 
ments. Whereas 3% per cent is the rate generally assumed 
for actuarial purposes, most companies earn at present between 
4 and § per cent. A company may be said to do well where 
it earns Over § per cent on its mean, or average, ledger assets. 

Ratio of expenses to premiums.—The investor is likewise 
interested in the expenses which the company incurs, not only 
in securing business but also in conducting its business. The 
premium paid by the insured is ordinarily “loaded” with the 
estimated cost of acquiring new business. A comparison of 
estimated expenses with actual expenses for a given company, 
as well as a comparison of the expenses of different companies, 
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may be had by analyzing such ratios as “‘first year commissions 
to new premiums,” “first year expenses to new premiums,” 
“renewal loadings to renewal premiums,” and ‘‘total insurance 
expenses less first year expenses to renewal premiums.” These 
ratios are ordinarily given in the various published reports of 
insurance companies as found either in the annual reports of 
various state insurance commissions or in Best’s “Life Re- 
ports, =" 

Methods of computing net earnings and true book values 
for insurance stocks.—One of the most difficult aspects of 
analysis in connection with life insurance companies pertains 
to the manner of computing net earnings and the book value 
of assets per share of stock. In the case of a typical industrial 
or public utility company, the computation of earnings and 
assets per share of stock is largely a matter of accounting. 
With the life insurance company, however, such computations 
involve rather complex actuarial methods. The reason for 
this lies in the fact that the company rarely knows how it is 
coming out on any given contract for many years after the 
contract has been assumed. A mere analysis of the income 
and the outgo of a company in a given year thus fails to 
indicate in any way the contingent liabilities assumed under 
new policies written. The company in any given year actually 
pays out claims on business acquired or assumed in past years, 
and is receiving premiums against policies which may become 
due many years hence. For this reason, it is necessary to 
estimate earnings in some way that is reasonably accurate and 
yet which is not too involved. A method sometimes used pro- 
vides that the surplus account at the beginning of the year 
under consideration be subtracted from the surplus account 
at the end of the year. To this amount should be added all 
dividends paid, whether in stock or in cash. The result so 
obtained will show net earnings based on the assumption that 
that portion of new premiums carried to the net reserves life 
account will actually become necessary in meeting subsequent 








15]t is recommended that the student be referred to Best’s “Life Insurance 
Reports,” for further explanation of the ratios discussed in the present section 
of this chapter. In the introductory section will be found an illuminating 
discussion of life insurance principles and practice. The subject is necessarily 
intricate and cannot be fully covered in the present work. 
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losses. This will be true only in so far as actual mortality 
equals expected mortality, plus operating expenses, and in so 
far as the company earns only an assumed rate of interest on 
its investment (usually 314 per cent). In practice, as we have 
seen, many companies perform better than is anticipated. As 
a practical matter, therefore, the net reserves life account is 
generally in excess of what will actually be required to mect 
claims. A part of this account, therefore, is a proprietorship 
item, and not a real liability. Accordingly, if one computes 
earnings strictly on the basis just described he will be over- 
conservative. Actual earnings will be somewhat in excess of 
his computations. The extent to which further additions 
should be made, however, is a matter of estimate and depends 
on the ratio of actual to expected mortality, the investment re- 
turn which the company shows, and its costs of doing business. 
It is impossible to develop at this time a formula that can be 
used satisfactorily for making this estimate, although some 
statisticians arrive at this amount by adding to annual earnings, 
as previously described, from 35 to 40 per cent of the annual 
increase in net reserves life. 

The same situation exists when it is attempted to derive the 
book value per share of stock in the case of life companies. 
If one simply adds the surplus and capital stock accounts and 
divides by the number of shares of stock, he will get a value 
considerably under the liquidating value of the stock, in that 
the net reserve life account is overestimated in the case of 
most companies. Again, the matter of estimating the propor- 
tion of legal reserves that should be charged back to surplus 
in order to show the true mathematical situation is hazardous, 
although some statisticians use 35 or 40 per cent for this pur- 
pose. That is, in computing the book value of an insurance 
company’s stock, 35 to 40 per cent of net reserve life is added 
to the combined capital and surplus of the company. 

Analysis of Travelers’ Insurance Company.—It is only on 
some such basis as this that one can explain the present prices 
of the stocks of leading life insurance companies. Let us take, 
as an example, the case of the Travelers’ Insurance Company. 
During the first part of 1926 the stock of this company sold 
at between $1,000 and $1,200 per share. Earnings (based 
on life insurance business only) may be computed as follows: 
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NeteincreasesinwOurplUss5x 924 EtOGTOS sey nqeiiere pt tes sina: $1,957,859 * 
DividendsrPaid: to Stockholders: aijee se. eee eee Oe cee 1,000,000 
MotalaeNetardemm mes cca cere oe wales $2,957,859 
NumbengotaSharesaseee ecm nioeee 120,000 
Harnincspere share suc nitration: $24.60 
Gashe Diyidendste. a. oc one fie ances $22.00 ¢ 
Fhotall Capitalamrmens cree pe oe ee es an es $12,000,000 
SUE PLUs se speren easeccteeeee ahs Hales ieee eM ete bits iedi stoke be 19,538,637 
$31,538,637 
ComputedsBooksiValucspern oharesnc ca ccescciee ste $262.80 


RECAPITULATION—PRICE—EARNINGS—DIVIDENDS—BOOK VALUE 


(Travelers’ Insurance Co., Year Ended 1926) 


Cash Market Ra tl 
Earnings Dividends Book Frice Earnings Divi- Book 
per per Share Value Approx. to dends to Value 
Share 1925 per Share Jan.1,1926 Market Market to Market 


$24.60 $ $22.00 $262.80 $1,200 2.05% 1.83% 21.8% 
* As given in “Gain and Loss Exhibit,’’ Best’s “Insurance Reports,’’ 1926-1927, p. 881. 
t Total dividends paid, $22 per share. (Including dividends received from subsidiaries.) 


t Based on underwriting gain or loss and investment income, subsidiaries earned a 
total of $1,055,677 in 1925. This is equivalent to about $9 per share in addition. 


If, on the other hand, one considers that 35 per cent of the 
net reserves of the company, carried at $262,230,909, repre- 
sents an amount which really belongs to the stockholders, in 
that this account is now overestimated to that extent, then we 
would recompute our per share book values as follows: 


Present Proprietorship Equity........... $ 31,538,637 
a5 Jour Present ReSCEVes ape) ie) cee 91,780,818 


$123,319,455 


New Book Value per Share............. $1,027.70 


If one continued with this same line of reasoning and com- 
puted earnings by adding, (1) increase in earned surplus, (2) 
cash and stock dividends paid, and (3) 35 per cent of annual 
increase in net reserves, he would arrive at the following 
figures for adjusted earnings per share of the stock of this 
company: 
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NetsBaxning singin. seve citer eictcr ior raarcks $ 2,957,859 (increase in surplus 
and dividends) 
35% of Increase in Net Reserves Life......... 12,848,388 
Adjusted Net. -eeierceerins tonieraa a $15,806,247 
PersShares <0 jel eet taints ieee: $131.70 * 
Ratio Adjusted Net to Market Values........ 10.8% (at approximate 1926 


market price of $1,220) 


* Exclusive of earnings from casualty, indemnity, and fire business, estimated at about 
$9 a share, see p. 531. The lack of adequate data makes this estimate unreliable. 


The following table presents the more important ratios 
worked out on the preceding basis for three large Connecticut 
companies and one Boston company. 


ANALYSIS OF SELECTED INSURANCE COMPANIES 


(Based on 1925 Data and 1926 Stock Prices) 


Adjusted Adjusted Market ————— Ratios 
Company per Share per Share Value Book Value Earnings 

Book Value Earnings per Share to Market to Market Current 

Value Value Yield 
etna lisileurures arcrisueute tees $0090.50 $86.05 $675.00 135% 12.75% 1.77% 

Connecticut General....... 1,235.50 223.35 1,687.50 TAS 13.25 .89 
Columbian National (Boston) 748.00 42.30 170.00 440 24.80 45LOck 

Travelers’ Insurance Co.*... 1,027.70 I31.70 1,220.00 84 10.8 £283 


* This analysis does not consider subsidiary business of either company on account of 
the difficulty of combining accounts. 


+ It is interesting to note that the stock of this company has had a 1oo point rise 
since this study was made (October, 1927). 


é 

When the book values and earnings of life insurance com- 
panies are computed on the “‘adjusted basis,” the current prices 
for their stocks can be explained in part. A further explana- 
tion is undoubtedly to be found in the nature of the insuranée 
business and the remarkable absence of risk in well managed 
companies. ‘The assets of insurance companies consist largely 
of the highest type of investment securities. Their stock, 
therefore, represents ownership in a fund of diversified and 
well selected investments. Furthermore, the actuarial certainty 
with which losses can be predicted eliminates the hazards of 
the insurance business. In the case of growing companies, 
also, there is an opportunity for the same compounding process 
to operate that we observed in the case of banks. Each dollar. 
of added investment, whether coming from earnings or new 
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investment, enables the company to increase its business many 
times, and, consequently, its earnings. 

Fire insurance, general characteristics, comparison of, with 
life insurance.—The business of fire insurance is similar in 
many ways to that of life insurance. Nevertheless there are 
points of dissimilarity which are fundamental to the investor. 
If we consider first the points of similarity, we find that the 
chief business of fire companies is the assumption of risks. 
Actuarial standards have been set up by which the company 
can determine how many out of every 1,000 structures of a 
given type and similarly located will burn each year, although 
it cannot tell which particular one will burn. It is possible, 
in other words, to express mathematically the chance of loss 
on any given policy. The company, of course, can afford to 
take such risks if it writes enough policies, covering risks in 
different locations, to permit the law of averages to work. In 
computing the premiums necessary to cover the risks involved 
in their policies, fire companies likewise assume that the unused 
portions of their premiums will be invested. This results in 
a somewhat lower premium rate than would be necessary if 
their reserves were not invested. 

Coming next to points of dissimilarity, one must first con- 
sider the length of time that fire policies normally run. 
Generally speaking, fire insurance policies, and such other 
policies as are customarily written by fire companies, run for 
one, three, or five years. After the expiration of the policy 
no further liability attaches to the company and the whole 
premium may be considered to have been earned by the com- 
pany at that time, if no claims have been presented to the 
insurance company for losses. In theory, as well as in practice, 
therefore, the business of fire insurance differs basically from 
that of life insurance. The fire insurance company is not 
required to set up out of premiums the same kind of a reserve 
against policies in force as are life companies. The former 
type of company, upon writing a policy, therefore, credits an 
unearned premium account for the entire premiums received. 
As the policy continues in force a certain portion of the 
unearned premium is considered to have been earned. ‘Thus, 
in any year, the earned premiums of the company will be 
represented, not by gross premiums received, but by such por- 
tions of unearned premiums as become earned. Accordingly, 
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it is a relatively easy matter to determine the net earnings 
per share for stocks of fire insurance companies as well as 
their book values. 

Another point to be observed in comparing fire to life in- 
surance is the danger of concentrating risks in the former case. 
A fire insurance company is liable to have a rather large total 
of risks in a given city. This presents a dangerous situation, 
even though a proper distribution of risks is found within the 
city itself. It thus happened at the time of the San Francisco 
earthquake and fire that many companies suffered very severe 
-losses. Nor can this situation be entirely eliminated, except 
by reducing greatly the volume of business underwritten in 
the more important cities, a policy which, undoubtedly, would 
cut down the volume of business of the larger companies. This 
situation is guarded against in part by reinsuring when too 
great a concentration of risk appears on the company’s books, 
but cannot be entirely eliminated. The only way a similar 
concentration of risk could be assumed by a life company 
would be to write a very large policy on the life of one man. 
Where this is done, the company can sufhciently relieve itself 
by reinsuring a part of its risk with other companies in an 
effort properly to adjust its individual risk to the total volume 
of business on its books. 

Investment status in fire insurance stocks.—Despite these 
points of dissimilarity the stocks of well managed fire insurance 
companies present attractive opportunities for many of the 
same reasons that were set forth in discussing the investment 
merit of life insurance stocks. The business of fire insurance 
is basic and its growth inevitably keeps pace with the increase 
in material wealth. Well established companies participate in 
this growth and are able to handle an increasing amount of 
business annually with surplus earnings reinvested in the busi- 
ness. Where the company’s business grows so rapidly that 
it cannot adequately be handled on the basis of its growing 
surplus account, additional funds are generally acquired by 
issuing common stock to present stockholders at a price below 
the current market price, thus creating for their stockholders 
valuable subscription rights. 

The assets of fire companies are likewise found to consist 
for the most part of stocks, bonds, and real estate mortgages. 
The investments which may be made by fire insurance com- 
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panies are frequently restricted by the states in which they do 
business in much the same way as are the investments of life 
companies. It is true that somewhat wider choice is allowed 
the company, with the result that stocks are more frequently 
found among the investments of fire companies than of life 
companies. Where the officers of the fire insurance company 
are capable, however, this situation is likely to operate to the 
advantage of its stockholders, for it is possible, in view of 
the wider latitude given, to increase the average yield on funds 
invested. In fact, some of the leading fire companies have, 
within the past several years, made substantial profits through 
the purchase and sale of securities. 

Investment analysis: age and rate of growth.—Our next 
task will be to develop a technique that may be applied in 
testing the relative desirability of the stock of one company 
as compared with that of another. In this connection the 
matter of age and past rate of growth should be considered. 
Other things being’ equal, the older companies are the more 
desirable. The reason for this situation is found in the fact 
that the longer a company has been in business the wider its 
distribution of risks is likely to be. Likewise each added year 
of operation finds a company with able management more 
firmly intrenched both financially and in respect to prestige. 
The more widely known a company is, the lower will be the 
cost of securing new business. Also it is the rapidly growing 
company that offers the greatest opportunities for increasing 
earnings and valuable subscription rights, or possible stock 
dividends. 

Capital and surplus, comparison of, with volume of busi- 
ness.— The combined surplus and capital account of the com- 
pany represents the excess of admitted assets over all liabilities 
and measures the stockholders’ investment in the business. 
The amount of this item in relation to combined liabilities con- 
stitutes a safety factor for the policyholders. For purposes 
of analysis, the capital and surplus may be compared with the 
unearned premium account, rather than with total liabilities, 
in as much as the unearned premium account represents the 
amount of theoretical liability assumed on policies in force. 
Where there are large unpaid losses, such a method is not 
entirely accurate, however. The average combined capital and 
surplus accounts of leading fire companies will normally exceed 
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somewhat the unearned premium reserves as shown by the 
following table: 
COMBINED CAPITAL AND SURPLUS AND UNEARNED PREMIUM 


RESERVE 
(xo Leading Fire Companies, December 31, 1926) 

Capital Unearned 

and Premium 

Company Surplus Reserve 
‘Aetna’ Insurances Go.wk 4). eee cine $ 17,033,916 $ 27,221,400 
‘Amenicang insurances © Oasectte cor eters 8,403,721 14,569,701 
Continentals Insurance’ Cosma s-erseiieiiniicers 35,498,904 26,680,044 
Fidelity Phenix Insurance Co. ........... 26,217,640 21,362,098 
Great American Insurance Co. .......... 30,128,139 19,416,898 
Hartfordshiresinsurancel Co; mnnitocsieras 27,811,434. 45,970,319 
Homepinsurance 1G Oa ecr toca ete 40,068,475 39,756,115 
Insurance Co. of North America.......... 28,048,350 26,044,911 
Phoenixe insurances Conmine.csie occa talee ie 21,449,152 12,680,370 


StaPaulahire &eViarp ins Conerricsttleck 12,794,273 12,479,340 


$247,454,004  $246,181,196 








Unearned premium reserve, nature of.—The unearned 
premium reserve of a fire insurance company is the amount 
required by law to be set up as a protection to policyholders. 
It bears some analogy to the item, “net reserves life,’ found 
in the statements of life insurance companies. It may be said 
to represent the estimated amount that would have to be paid 
back to policyholders as return premiums if every policy in 
force were to be canceled. It has already been explained that 
a part of this reserve is considered as earned as the policies 
in force mature. In practice, it has been found that about 40 
per cent of this reserve often works back to the issuing 
company. 

Ratio of losses incurred to earned premiums.—To estimate 
more accurately the benefit which the company will derive 
from its earned premiums, it is necessary to consider the ratio 
of losses incurred to premiums earned. The significance of 
this ratio becomes clear if we consider that the premium 
income of a fire insurance company is not all earned in the 
year in which it is paid, for the reason that premiums are 
required to be paid in advance. Premiums earned, we have 
seen, represent the adjustment between premiums received and 
the net change, plus or minus, in the company’s liability for 
unearned premiums. Losses, on the other hand, represent the 
actual amount of losses reported during the year. If, there- 
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fore, one compares the losses incurred to premiums earned, 
he has an excellent index of the true loss experience of the 
company during the period covered. 

Ratio of underwriting expense to unearned premiums.—A 
further comparison is necessary, however, before the complete 
picture is available. Every company has certain overhead 
expenses in the way of commissions, rents, salaries, taxes, etc. 
These are generally grouped under the heading ‘‘Underwriting 
Expenses.” If one ascertains the ratio of underwriting ex- 
penses to unearned premiums, and uses this in connection with 
the previous ratio, “losses to earned premiums,” he has at his 
command a complete picture of the success or failure of the 
company in respect to its insurance business. Generally speak- 
ing, a company may be said to do reasonably well if it can 
keep its losses and underwriting expenses within 100 per cent 
of its earned premiums, thus leaving its net investment earn- 
ings free for its stockholders. 

Net earnings and per share book values——We are now 
ready to consider methods for computing the net earnings of 
fire insurance companies and book values per share of stock. 
In view of the fact that many companies require all of their 
earned premiums to meet losses and underwriting expenses, 
and thus show little or no underwriting profit, the computation 
of net earnings is sometimes made by merely subtracting 
investment expense from investment income. A more accurate 
method, however, takes into account: (1) income from invest- 
ments (less investment expense); (2) gain (or loss ) from 
underwriting; and (3) profit (or loss) on the investment 
account. AA still third method requires that 40 per cent of the 
net increase in the unearned premium reserve be added to the 
sum arrived at by the second method. ‘The second method is 
somewhat more conservative than the last, as well as some- 
what more accurate than the first and, accordingly, is recom- 
mended. Net earnings may be reduced to a per share basis 
by dividing by the number of shares of stock outstanding. The 
liquidating, or book, value, of fire insurance stocks may be 
estimated by adding (1) paid-in capital, (2) surplus, and (3) 
40 per cent of the unearned premium reserve. The reasons 
for including item 3 we have already discussed.” 


16 Where investments are carried at less than their market value a further 
adjustment may be made. 
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Analysis of Insurance Company of North America.—It is 
possible to make the preceding analysis for almost any fire 
company in the United States on the basis of reports published 
by the insurance commissioners of various states, or from 
Best’s “Insurance Reports,” ‘Fire and Marine Volume.” * 
The following material, taken from the Best reports for 
1926,*® is given purely for illustrative purposes: 


BALANCE SHEET, INSURANCE COMPANY OF NORTH AMERICA 





Admitted Assets, December 31, 1925 Liabilities, December 31, 1925 
Real Estate Owned..... $1,100,000.00 Unpaid Losses (net) .... $6,303,507.5¢ 
Mortgage Loans on R. E. 38,750.00 Investigation Expenses . 95,992.5C 
Accrued Interest Thereon 594.24 Unearned Premiums ... 22,781,373.09 
Bonds and Stocks Owned 46,932,036.14  Reclaimable Amounts .. 759,861.11 
Accrued Interest Thereon 502,235.26 Accruals .............+- 45,567.92 
Gashig sania sus tta sas cremerents 5,401,851.95 ARCS. relganact a siciehatereses are 960,060.00 
Agents Balances ....... 4,719,036.40 Commissions ........... 83,660.89 
Recetvables\s-..5..es10 +e 47,766.76 Capital Paid Up....... 7, 500,000.00 
Reinsurance Receivable. 2325650:66.00 Nt HSUIpIUSaterioelelelete eters 20, 346,054.85 
Impounded Premiums .. — 99,903.55 

$58,876,017.86 $58,876,017.86 
RATIOS 
Per Cent 
Ratio of Losses Incurred to Earned Premiums.......... 51.8 
Ratio of Underwriting Expenses to Earned Premiums... 48.4 
100.2 
UnderwritingsLossitensirdscecce caste vine t Yachecnie eters 0.2 


UNDERWRITING EXHIBIT, 1925 


Gains Losses 
Premiums Earned ....... $28,759,177 Losses Incurred ......... $14,907,090 
Pewanda aml teMserrataeiet —4,200 Underwriting Expenses .. 13,912,304 

Underwriting Loss ...... 64,417 
$28,819,394 $28,819,394 
INVESTMENT EXHIBIT 

Gains Losses 
Interest, etc., Earned ..... $2,158,145 | Losses on Investments..... $ 5,874 
Profit on Investments...... 735,990 Investment Expense ...... 117,465 
Gan gn pana pocics careers 2,770,796 
$2,894,135 $2,894,135 





17 A similar volume is published by the Spectator Company. New York, 
Connecticut, Rhode Island, and Massachusetts are particularly complete in the 
number of companies reported and the character of the information. 

18 Reports for 1926, p. 270. 
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On the basis of the preceding data, we may now proceed 
to compute net earnings in accordance with the method 
previously recommended. Premiums earned, less a_ small 
adjustment item, were $28,754,977, while underwriting ex- 
penses were $13,912,304 and losses incurred, $14,907,090. 
There was, therefore, a net underwriting loss of $64,417. 
From the Investment Exhibit, on the other hand, it appears 
that investment profit amounted to $2,770,796. Subtracting 
from this amount the underwriting loss gives a total net profit 
of $2,706,379. There were outstanding as of December 31, 

1925, 750,000 shares of stock. Net earnings per share for 
the year 1925 were, therefore, $3.60. The total book value 
of proprietorship equity may be computed as follows: paid-in 
capital and surplus was $27, 846,055, to which must be added 
40 per cent of unearned premiums, or $9,112,549, thus mak- 
ing a total of $36,958,604. This is equivalent to a book value 
of approximately $49.30 per share, in contrast to the market 
value for the stock of around $55 at the year end. The fol- 
lowing chart will show a comparison of the market values of 
selected fire insurance companies with liquidating values, earn- 
ings, and dividends, as of March 15, 1927: 


LIQUIDATING VALUES, ESTIMATED 1926 PER SHARE EARNINGS, 
DIVIDENDS, AND MARCH 15s, 1927, MARKET PRICES 


(Shares of 10 Fire Insurance Companies *) 


Estimated 
1926 Dividends March 
Liquidating per Share 3 per 15, 1927 
Company Values Earnings Share Market Price 

Aetna insumances Cons aae cies 558 26.70 24.00 515 
American Insurance Co........ 17 1.05 Unav. 24 
Continental Insurance Co...... 115 11.60 6.00 139 
Fidelity Phenix Ins. Co........ 87 18.08 7.00 96 
Great American Ins. Co....... 303 24.68 16.00 312 
Hartfordm hires ins. COs cel 462 33.24 20.00 515 
Home Insurance Coss.ccie«- 323 38.65 18.00 395 
Insurance Co. of North America 52 2.19 2.00 56 
Phoenix Insurance Co......... 442 48.21 20.00 545 
St. Paul Fire & Mar. Ins. Co... 111 11.60 4.00 110 


* Liquidating values estimated by combining capital, net surplus, and 40 per cent of 
unearned premium reserves. Earnings based on: (1) gain or loss from underwriting; 
(2) profit or loss on investments after investment expenses; (3) income from other 
securities and real estate owned. 

See “Statistical Analysis of Leading Fire Insurance Companies’ for years ended 
December 31, 1924, 1925, and 1926, published by J. K. Rice & Co. 


CHAPTER XXI 


FINANCIAL INSTITUTIONS—INVESTMENT 
TRUSTS 


Definition of investment trusts.—Investment trusts may be 
defined as financial institutions organized for the purpose of 
enabling the individual investor to obtain the advantages of 
wide diversification. The principal business of the trust is the 
investment of funds in a diversified list of stocks and bonds. 
The capital obligations of the trust representing participation 
in the assets held, therefore, offer to the small investor an 
investment diversification otherwise impossible. Investment 
trusts may be distinguished from holding companies, in that 
the latter are usually formed for the purpose of acquiring 
managerial control over one or more operating companies, 
while the former purchase securities solely as investments. 
Furthermore, the bonds issued by investment trusts must be 
distinguished from the collateral trust bonds sometimes issued 
by holding companies. The issuance of the latter is but inci- 
dental to the main business of the holding company, while the 
issuance of bonds by the investment trust is often an essential 
part of its business, and constitutes an important source of 
capital with which it conducts its operations. 

Origin and development of investment trusts.—The invest- 
ment trust, while comparatively new in this country, has long 
been known in Europe. The first investment trust seems to 
have been founded in Belgium in 1822. In 1860 the first 
Scottish investment trust was set up. At this time British bonds 
were selling to yield a 3 per cent return only, while foreign 
government bonds were yielding from 5 to 6 per cent. Scottish 
investors were impressed with the higher return on foreign 
bonds, but did not care to assume the risk of losing all their 





1“Federal Reserve Bulletin,” 1921, Vol. 7, p. 64. 
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capital by committing it to one foreign investment. The invest- 
ment trust was formed in order to diversify this risk. 

These early institutions were created under a legal form 
known as the Old English Trust. A few people who had had 
wide experience in the management of large trust estates were 
appointed trustees, and capital was intrusted to them for the 
purpose of acquiring securities. The individual members of 
the trust received shares therein according to the capital in- 
vested. In the event of oversubscription to the capital of the 
first trust, second, third, and fourth trusts might be formed 
under the same management and by-laws as the first. In each 
case, however, the management followed the basic principle of 
diversifying the securities purchased for the trust account. 
The typical London and Edinburgh trusts, as distinguished 
from the financial company to be described later, have the 
following characteristics: * 


A. They raise capital by issuing debentures, and preferred 
and common shares. The preferred and common shares are 
generally sold together in the form of £10 share certificates . 
which, when fully paid for, are converted into preferred and 
common stock in the ratio of 60 per cent to 40 per cent, or 
50 per cent to 50 per cent. 

B. They invest their funds in a large variety of securities 
of both foreign and domestic origin, in order that the law of 
averages may operate in protecting the principal and the 
income. 

C. They limit their investment in any one security, so that 
no responsibilities of management are incurred. 

D. They supervise the investment fund continuously much 
as any conscientious trustee having discretionary powers. 

E. They endeavor to earn a higher return than that or- 
dinarily received on other investments of comparable safety. 
This is accomplished through: 


1. The favorable average interest and dividend yield which 
the trust gets through careful selection and purchase of securi- 





2See “Investment Trusts,” “A Survey of the Activities and Forms of Invest- 
ment Trusts with Recommendations for Statutory Regulation by the New York 
State Department of Law,” Albert Ottinger, Attorney General, and Timothy 
J. Shea, Assistant Attorney General, Bureau of Securities, 1927, p. 7: (This 
publication will subsequently be referred to as “Investment Trusts,” N. Y. 
Report.) 
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ties, and which tends to be higher than could be obtained with 
equal safety if the capital were not sufficient for considerable 
diversification. 

2. Cash investment profits which are the result of man- 
agerial skill. 

3. The proper investment of the continuous accumulation 
of earned reserves and surplus built up consistently year by 
year from net income, resulting in great part from the spread 
between the fixed cost in capital obtained through issuance of 
bonds or preferred shares and the actual earnings made by 
investing and reinvesting its capital. 


The development of the investment trust in England, while 
not spectacular during the later part of the nineteenth century, 
was steady. By 1886 there were 12 such trusts, with a capital 
of £6,500,000, whose securities were listed on the London 
Iixchange.* By 1890 it is estimated that there were between 
50 and 60 such trusts in Edinburgh and London. While the 
growth in these institutions was less rapid after 1890, never- 
theless, from 25 to 30 were organized between 1890 and the 
outbreak of the War, and it is estimated that, in 1927, there 
were 125 or more such companies with total paid-in capital 
assets of over £150,000,000.* 

The success of British trusts is attributable in part to success- 
ful management. The directors of these trusts are generally 
given wide discretionary powers. ‘They may sell securities 
from their portfolio in order to avoid losses. Frequently, there 
are no restrictions imposed in reference to the type of security 
that may be purchased, except that securities which place un- 
limited liability on the trust may not be purchased. However, 
directors are generally prevented from investing more than a 
stated per cent (usually 10) of the capital of the trust in any 
one security. In this way wide diversification has been 
obtained. A study of the management of these trusts shows 
that securities have been selected judiciously, that expenses 
have been kept down, and that conservative dividend policies 
have been followed, thus permitting the accumulation of 
reserves for the purpose of taking care of losses.® 

3 Federal Reserve Bulletin, 1920, Vol. 6, p. 1170. 

4“Investment Trusts,” N. Y. Report, p. 6. 


5 Edward M. Campbell, “Management Problems of Investment Trusts,” Har- 
vard Business Review, Vol. 2, No. 3, p. 298. 
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In Great Britain, the term “financial company” is reserved 
for the investment company which specializes in the shares of 
a particular type of undertaking. Much foreign, commercial, 
and industrial financing is undertaken in Europe through 
investment companies which specialize in the shares of rubber, 
oil, shipping, mining, electric light and power, and railway 
undertakings. Companies of this nature are known as financial 
companies or financial trusts. At the close of 1927, it was 
estimated that there were at least 150 such companies with a 
total paid-in capital in excess of £200,000,000.° 

_American investment trusts—American experience with 
the investment trust is comparatively recent. Prior to the War 
there were several companies and funds having some of the 
characteristics of the British trust, but the true investment trust 
in this country was not developed until after the War.” So 
rapid has been the growth of the investment trust since the 
War, however, that the number at the close of 1927 was 
estimated at over 135, with a paid-in capital in excess of $400,- 
000,000. Several reasons for this expansion may be sug- 
gested. In the first place, there has been a growing interest 
in foreign investments arising from our post War position in 
the world’s money market. Large funds for investment have 
added a further stimulus, while the growing popularity of com- 
mon stocks as investments, when properly diversified, has 
facilitated the growth of trusts specializing in common stock 
investments. 

Trusts classified according to methods of raising and man- 
aging capital: fixed trusts.—Investment trusts in this country 
may be divided into three groups, depending on the manner 
in which they raise and manage their capital. The simplest 





6 “Investment Trusts,” N. Y. Report, p. 7. 

7 The first investment trust in this country to follow the British type was 
the International Securities Trust of America, formed in 1921. Under Section 
25(a) of the Federal Reserve Act, popularly known as the Edge Act, it is 
possible to form companies doing essentially an investment business. The only 
investment company so far formed is The First Federal Foreign Trust (“In- 
vestment Trusts,” N. Y. Report, p. 31). Several investment companies of the 
acceptance type, however, have also been formed. See Speaker, Lawrence M., 
“The Investment Trust,” A. W. Shaw Co., Chicago, 1924, p. 40. 

8 “Investment Trusts,’ N. Y. Report, p. 8. 

9 This basis of classification is used rather than one based on the degree of 
discretion allowed the managers. The very nature of the fixed trust involves 
the sale of trustee shares, Discretionary or management trusts raise their 
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type of trust is the so-called “fixed” or “limited management” 
trust. [Che operation of trusts of this nature involves merely 
the assignment of certain collateral, either stocks or bonds, 
to a trustee, who issues against such collateral certificates 
known as “banker’s”’ or “‘trustee’s” shares. Additional capital 
may be raised from time to time by the sale of more cer- 
tificates. The proceeds of such sale, however, must be used 
for the purchase of additional collateral under the restrictions 
set forth in the deed of trust. An example of this type of 
trust is found in the Bond Investment Trust operated by 
Harris, Forbes & Company of Boston. Another somewhat 
similar type of trust is that operated by the American Trustee 
Share Corporation. This corporation issues certificates pay- 
able to bearer, which carry ownership in a group of common 
stocks deposited with a trustee. A clearer idea of the manner 
in which this corporation operates may be had from an ex- 
amination of the form of certificate issued. We shall quote 
here in part from the Trust Agreement of the American 
Trustee Share Corporation to the Metropolitan Trust Com- 


pany (dated June 2, 1924). 


Whereas the depositor has acquired the undermentioned shares of the 
common stock of ten (10) industrial corporations, comprising (1) unit 
of one hundred and thirty (130) shares, in the following proportions: 


Name of Company Shares Par Value 
American Telephone & Telegraph Company........ 8 100 
Wniteds BroreeCompany. sneer eet iter: 4 100 
United States Steel Corporation.................... 8 100 
Studebaker Cor poxatlonuee ee aera meria se eee 20 No par 
Westinghouse Electric & Manufacturing Co......... 15 50 
American Locomotive Company.................... 15 No par 
American »W.oolenis Company ssl «ei mitrnriennisteererere 15 100 
Americans VobaccosCompanyertiytaeiie traits Io 100 
‘Lexas «Company, cca nut eis, aclcketstetetsieis s.ciieieicrctelet store 20 25 
Endicott Johnsons Corporation ms iter emai 15 50 





capital by the sale of capital obligations, the net proceeds of which go to the 
general fund to be invested at the discretion of the trustees. Trusts are some- 
times classified as follows: 


A. Fixed Trusts. 
B. Limited Management Trusts. a 
C. Discretionary Trusts. 

1. With simple capital structures. 

z. With complex capital structures. 
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(hereinafter generally termed “Stock of the Companies”) and intends 
to acquire from time to time additional shares of Stock of the Companies 
in identical units as above; and 

Whereas, certificates for said Common Stock of the Companies 
have been issued in the name of the Trustee and deposited with the 
Trustee; and 

Whereas, the Depositor desires to procure the issue by said Trustee 
of Bearer Certificates with coupons and talons attached thereto in respect 
of said Stock of the Companies as hereinafter provided in the following 
form or substantially the following form, to wit: 


Certificate No....... Number of Shares...... 
AMERICAN TRUSTEE SHARE CORPORATION 


Incorporated under the Laws of the State of New York 


BEARER CERTIFICATE 


INDUSTRIAL TRUSTEE SHARES REPRESENTING 
COMMON STOCK 
OF THE UNDERMENTIONED TEN (10) COMPANIES 


This is to certify that the bearer of this certificate is the Owner of 
wee Participating Shares (hereinafter called “Trustee Shares,” 
“Industrial Trustee Shares,” or “Bearer Certificates”), each with par 
value of ten dollars ($10), each said Industrial Trustee share being 
fully paid and nonassessable, and each such share, representing a one- 
thousandth (1/1000) interest in one (1) unit of Shares of the Com- 
mon Stock of the following ten (10) Companies, which said unit com- 
prises the following shares, namely :” 


Then follows the list of companies as previously tabulated. 

The remainder of the certificate contains a description of 
the rights of the certificate holders to participate in the cash 
dividends received by the trustee, as well as the net cash pro- 
ceeds from the sale of any stock dividends, subscription rights, 
securities, or any other property received by the trustee in 
respect of the stocks deposited under the agreement. Such 
proceeds are paid by the trustee upon presentation of semi- 
annual coupons. The certificate holder also has the right to 
deposit 1,000 certificates, under certain conditions as to time 
and notice, and to receive the actual shares of stock repre- 
sented by that number of certificates. 
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Originally attached to all certificates were 20 dividend 
coupons representing the semiannual dividends payable on the 
certificate and a talon, upon the surrender of which, after 
maturity of the last coupon, the trustee, if the. agreement is 
not terminated prior thereto, upon payment of the sum of one 
dollar per certificate, will supply the holder additional coupons 
representing dividends to accrue thereafter for a further 
period of ten years. Otherwise the holder receives at maturity 
the actual stock represented by his certificates or his pro-rata 
share in the proceeds of the sale of the stock. 

Investment characteristics of fixed or limited management 
trusts.—It should be emphasized in connection with this type 
of trust that the shares as issued merely represent ownership 
in a cross section of underlying stocks or bonds. It is true 
that such certificates offer diversity to the small investor, al- 
though there is no opportunity for changing collateral and 
earning a profit through purchasing and selling operations. 
The underlying securities remain inflexible until the expiration 
of the agreement. For the large investor, who can secure 
diversity in respect to his own purchases, it is difficult to see 
where such a plan holds forth very many advantages, outside 
of affording him relief from making his own choices. The 
essential disadvantage of this type of security arises from its 
inflexibility. In the event that one or more of the companies 
whose stock is deposited fails to maintain its position, it is 
dificult or impossible to substitute collateral with a more 
promising future. The investor is thus associated, to the happy 
or bitter end, with the original selection of stocks. 

Management investment trusts issuing capital stock only. 
—Vividly contrasted with the so-called fixed investment trust 
is the discretionary or management trust, which allows its 
managers or trustees a certain amount of latitude in the sub- 
stitution of investments held in its portfolio. The capital struc- 
ture of the management trust, however, may be simple or com- 
plex. We shall first discuss the trust which secures all of its 
capital by the sale of shares of stock. Such trusts are really 
nothing more nor less than joint investment ventures under the 
management of a group of directors or trustees, each share- 
holder being entitled to his pro-rata share in the fund. 

There are both advantages and disadvantages to this type 
of capital set-up. The advantage lies in the absence of fixed 
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charges, which result from the issuance of bonds, or of con- 
tingent but prior charges, which result from the presence of 
preferred stocks. The disadvantage in the situation, if it can 
properly be termed such, lies in the fact that all the share- 
holders participate ratably in the earnings of the trust. If the 
trust is able to earn on its invested capital at a rate in excess 
of the fixed charges incurred by the issuance of bonds or pre- 
ferred stocks, then it should prove profitable for the stock- 
holders to “trade on their equity” by issuing fixed-income-bear- 
ing securities. One of the reasons why European investment 
trusts issue debentures is that excess earning power, over and 
above the fixed costs of capital obtained at comparatively low 
rates, enables more liberal appropriations to reserves and sur- 
plus than is possible when only common stock is issued. 

Management investment trusts issuing several types of 
securities—The majority of American trusts of the manage- 
ment type raise their capital in the same way as the European 
trusts, by the sale of preferred and common shares, and bonds 
or debentures. Furthermore, the bonds of investment trusts 
in this country, as abroad, are not generally secured by the 
deposit of collateral, but are in the form of debentures, which 
constitute only an unsecured claim against the assets of the 
trust. The reason for this situation lies in the added expense 
occasioned by frequent changes in the collateral held under the 
deed of trust. Such substitutions in collateral are obviously 
made necessary by the very nature of the trust’s business. 

In European practice it is customary to maintain a book 
value behind debentures equal to between 200 and 300 per 
cent of the amount outstanding. In the case of American 
debentures not having convertible or participating features 
about the same security is maintained by the better managed 
trusts. In cases where the debentures are accorded partici- 
pating or convertible features, or where they are issued with 
common stock or warrants, they are often secured by a lower 
proportionate book value. 

Legal forms assumed by American investment trusts.— 
Whereas European investment trusts are usually incorporated, 
like banks, under the General Companies Acts, American in- 
vestment trusts may be organized as corporations or as 
“express trusts.” Incorporated trusts operate for the most 
part under the incorporation acts of Maryland, or Delaware, 


548 INVESTMENT PRINCIPLES AND PRACTICES 


although there are a number of trusts incorporated under the 
laws of New York. The laws of Delaware are particularly 
favorable, in that no inheritance taxes are imposed on the 
holder of securities of a nonresident decedent, and stock- 
holders or directors may hold their meetings outside the state. 
Delaware also allows the trust wide latitude in the kinds of 
business that may be undertaken. 

One of the largest investment trusts in this country was 
originally organized as a Massachusetts trust, an express trust, 
or a voluntary association.2® Among the advantages claimed for 
this form of organization may be mentioned the possibilities 
of quicker action on important matters than can be secured 
under the corporate form and the escape from many of the 
restrictions imposed on the directors of corporations. Trustees 
are often selected for life in the case of investment trusts, a 
fact which assures continuity of management. 

Restrictions regarding trust investments.—The success or 
failure of a given investment trust will depend in a large 
measure on the character of its management. Nevertheless, 
restrictions of varying degree may be imposed on the directors 
or trustees in the management of the trust. Restrictions of 
this nature may be found in the corporate charter or by-laws, 
where the trust is incorporated, or they may be found in the 
deed of trust or articles of association, where the fund is organ- 
ized as a voluntary association. 

The Allied International Investing Corporation, organized 
under the Delaware laws, may be used to illustrate a trust with 
very few investment restrictions. The charter of this trust 
contains the following provisions :? 


The nature of the business of this Corporation and the objects and 
purposes to be transacted, promoted and carried out by it are as follows: 


To acquire by purchase, subscription, contract or otherwise and to 
hold, sell, exchange, mortgage, pledge, or otherwise dispose of, all forms 
of securities . . . and to aid by loan, subsidy, guaranty or otherwise, 
any person or persons issuing, creating or responsible for any such bonds 








10For a complete discussion of the Massachusetts Trust, see Gerstenberg, 
C. W., “Financial Organization and Management,” pp. 56-71, 1924, Prentice- 
Hall, Inc., 70 Fifth Ave., New York. 

11“Investment Trusts,” N. Y. Report, p. 31. 
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or other evidences of indebtedness, of stock or certificates of interest 
therein, or other securities owned or held by this corporation, or by any 
corporation in which this corporation may have an interest as stock- 
holder or otherwise. . . . To purchase, acquire, hold, sell, exchange, 
mortgage . . . of every kind, character and description . . . to pur- 
chase, sell and deal generally in foreign and domestic exchange. To 
make, enter into and carry out any arrangements which may be deemed 
to be for the benefit of this corporation, with any domestic or foreign 
governmental, municipal or public authority. . . . To acquire, in whole 
or in part the business, good will, rights, property and assets of all kinds. 
. . . To apply for, obtain, register, purchase, lease or otherwise acquire. 
. . . To act in any and all parts of the world in any capacity whatso- 
ever. . . . To cause to be formed, merged or reorganized or liquidated. 
. . . To borrow money; to issue bonds. . . . To endorse or guarantee 
the payment of principal or interest, or dividends. ... To merge, 
amalgamate or consolidate, in accordance with law, with any other cor- 
poration having objects altogether or in part similar to the objects of 
this corporation. ... To sell, assign, transfer, convey, mortgage, 
pledge, and otherwise dispose of, all the property and the entire busi- 
ness of this Corporation. . . . To purchase, hold, sell, transfer, re-issue 
or cancel, shares of its own capital stock. . . . In any and all parts of 
the world, to manufacture, produce, purchase, or otherwise acquire, 
sell or otherwise dispose of, import, export. To enter into, make, per- 
form and carry out or cancel, rescind contracts. . . . To conduct its 
business in the State of Delaware, and in other states. . . . To under- 
take, contract, or carry on any business incidental to or in aid of, or 
convenient or advantageous to, any of the objects or purpose of this 
Corporation. In general, to do any or all of the things hereinbefore 
set forth, and such other things as are incidental or conducive to the 
attainment of the objects and purposes of this corporation. . . . 

Also, it being expressly intended that this corporation may engage in 
enterprises or make investment or reinvestments of a nature which may 
be deemed speculative or hazardous, and that some one or more of its 
officers or directors may be personally interested either directly or indi- 
rectly, in such enterprises and transactions, and that this corporation 
may buy from, sell, or deal with, its directors or officers in their individ- 
ual capacity, or with corporation firms or associations in which this 
corporation’s officers and directors are interested either directly or in- 
directly. 

Also, no director or officer shall be liable to this corporation or to 
any stockholder or creditor of this corporation, for any error or mistake 
in judgment, or for any matter or thing whatsoever, except affirmative 
bad faith, nor for any profit realized by him or them, directly or indi- 
rectly, from transactions between this corporation and its officers or 
directors, or between this corporation and the corporations, firms and 
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associations in which this corporation’s officers or directors are in- 
terested. 


Somewhat more rigid are the provisions imposed on the 
trustees under the Declaration of Trust creating the Interna- 
tional Securities Trust of America.” 


ARTICLE IV 


1. The business of the trust shall be limited in nature to the invest- 
ment and reinvestment of capital. The trustees shall not use the funds 
of this trust in connection with nor engage the trust in any enterprise 
involving promotion, business management, or underwriting. 

2. Upon receipt by them from time to time, of moneys from any 
source for the account of the trust, the Trustees as soon thereafter as 
they may deem practicable and desirable shall invest in marketable 
securities all of such funds then available for investment. No securities 
shall be purchased by or on behalf of the trust which shall not be 
eligible for acquisition by the trust under the terms of the Rules and 
Regulations which shall be adopted by the Trustees; and no securities 
shall be so purchased unless: 


(a) Reliable information shall be obtainable with respect to the his- 
tory, management, assets, earnings, and income of the governmental 
authority, corporation, or organization issuing such securities; 

(b) Unless the history of the nation or country in which such securi- 
ties shall have originated shows financial stability and recognition of 
private property rights; and 

(c) The governmental authority, corporation, or organization issuing 
such securities shall have been established for a period of at least four 
(4) years. 


The trust shall not purchase or otherwise acquire any of its Common 
Shares, nor shall it purchase or otherwise acquire any of its Preferred 
Shares, or any of its bonds or other evidences of indebtedness except 
for the purpose of retirement and cancellation. 

3. In selecting securities for purchase in accordance with the fore- 
going restrictions the Trustees shall exercise their own discretion and 
shall be entitled to rely upon information believed by them to be reli- 
able, and in no event shall they be liable or responsible in any manner 
to anyone for so doing. 

4. Of the total funds of the trust invested and available for invest- 
ment by the Trustees, not more than seventy per cent (70%) may be 





12“Amended Declaration of Trust,” made May 25, 1923, p. 15. 
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invested at any one time in securities originating in the United States 
of America, not more than fifty-five per cent (55%) may be invested at 
any one tine in securities originating in England, and not more than 
thirty-five per cent (35%) may be invested at any one time in securities 
originating in any other nation or country. Not more than ten per cent 
(10%) of the total funds which may be so invested in securities origi- 
nating in any one country may be invested in securities representing 
any one distinct class of business or industry. So long as the total funds 
of the trust invested or available for investment shall be less One 
Hundred Thousand Dollars ($100,000), not more than five per cent 
(5%) of the total funds which may be so invested in securities origi- 
nating in any one country may be invested in any one such security; 
when such total available funds shall amount to One Hundred Thou- 
sand Dollars ($100,000), but shall be less than One Million Dollars 
($1,000,000), not more than three per cent (3%) of the total funds 
which may be so invested in securities originating in any one country 
may be invested in any one security; and when such total available 
funds shall amount to One Million Dollars ($1,000,000) or over, not 
more than one and three-fourths per cent (134%) of the total funds 
which may be so invested in securities originating in any one country 
may be invested in any one such security other than governmental 
securities. “The trust shall never purchase or hold a majority in inter- 
est of any one issue of securities. 

5. From time to time, the Trustees shall sell and dispose of all securi- 
ties within one (1) year after they shall have ascertained that such 
securities would not then be eligible for purchase by them hereunder. 
The Trustees, in their discretion, at any time and from time to time, 
may sell and dispose of any securities belonging to the trust, and may 
invest and reinvest in accordance herewith the proceeds received there- 
from. 

6. From time to time, as soon after the acquisition thereof as may 
be practicable, the Trustees shall deposit for safekeeping with one or 
more banks, trust companies or other financial institutions to be selected 
by them, all securities held by the trust and not otherwise deposited or 
pledged as security for the payment of obligations of the trust. The 
Trustees, from time to time, may withdraw any or all of the securities 
so deposited for the purpose of selling or disposing thereof or for the 
purpose of depositing or pledging the same as security for the payment 
of obligations of the trust. The institutions which may be so selected 
as depositaries by the Trustees shall be fully protected in acting in 
accordance with the directions of the Trustees and shall in no event be 
liable for the proper application of the securities so withdrawn from 
deposit or the proceeds thereof. 

7. The Trustees in their discretion may lend moneys belonging to 
the trust, but only in case the repayment thereof shall have been secured 
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by a valid pledge or other hypothecation of securities, at the time eligible 
for acquisition by the Trustees hereunder, or of bonds or other evidence 
of indebtedness which shall have been issued by the trust. No such 
loan shall be made in an amount exceeding eighty-five per cent (85%) 
of the then market value of such securities of such bonds or other evi- 
dences of indebtedness so pledged or hypothecated. In order to realize 
upon collateral so pledged or hypothecated, the Trustees may bid in and 
purchase any such securities, bonds or other evidences of indebtedness 
at a price not exceeding the amount loaned thereon together with unpaid 
interest, if any. 


Some trusts go even further and limit the types of securities 
that may be purchased. Whereas such a limitation does not 
appear in the International Securities deed of trust, we find 
the following investment restrictions in the Bankers Holding 
Trust’s Charter: 


This corporation being in effect a trust shall invest its funds 
up to 80% of its capital and surplus in bonds rated not less than “Baa” 
by Moody’s Investors Service, bank stocks, Insurance Company stocks, 
first mortgages on improved real estate; balance of 20% of its funds 
shall be invested at the discretion of the Board of Directors, but only 
in high grade stocks of successful companies or bonds rated not less than 
“Baa” by Moody’s Investors Service, or Bank Stocks or Insurance Com- 
pany stocks or first mortgages on improved real estate. Not more than 
10% of the capital and surplus can be invested in any one security. The 
corporation shall not promote any enterprise or participate in any syndi- 
cate, but shall buy and sell securities for its own account only, and shall 
not engage in any brokerage business of any kind, being in all effects a 
trust, investing its own money in securities as restricted. 


Unless there is specific mention, as in this instance, of the 
securities which shall constitute the investments of the port- 
folio of the trust, the matter of investments is regulated entirely 
by the board of directors and is subject to change at any time. 

Restrictions on the investment policies of the trustees or 
directors of a trust fund are not unanimously regarded as 
desirable. Some students claim that the managers of the fund 
should be accorded wide latitude in the exercise of their 
powers. After all, it is the character of management that 
spells the success or failure of the venture.~ With good man- 
agement no restrictions are necessary. On the other hand, the 
most stringent restrictions are a poor substitute for judgment. 
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With this in mind it is probable that the most desirable limita- 
tions are those which aim to establish the broad policies of 
the trust, but which do not prescribe too narrowly the kinds 
of securities which may be purchased. 

The trust indenture or trust agreement: fixed trusts.— 
Shares of the rigid or fixed type of investment trust, as we 
have seen, are created by a deed of trust or indenture between 
a corporation or express trust acting as depositor, and a trust 
company or corporate trustee, acting in the capacity of trustee 
for the holders of the participating certificates. At the present 
time, there is a growing tendency to permit security substitu- 
tions even in the case of so-called ‘“‘fixed” trusts, where they 
are obviously necessary, in view of the disadvantages that may 
arise if one or more issues go bad. The protection afforded 
the investor through the deed of trust in the case of fixed 
trusts, however, may or may not be effective in all its aspects. 
In a recent investigation conducted through the office of the 
Attorney General of New York the following weaknesses were 
suggested as common to deeds of trust under which fixed trusts 
operate: ** 


1. There is inadequate protection for the certificate holder against 
the making of profits by the depositor corporation by putting securities 
into the trust fund at a higher price than these securities cost to the 
depositor corporation. 

2. There is no protection to the public in most trust agreements or 
indentures of the rigid, or quasi rigid type, against an unwarranted 
spread between the market value of securities deposited in the unit and 
the price at which the participating certificates are currently issued to 
the public. 

3. In several indentures the depositor corporation is given the initial 
right to buy securities deposited in the fund held with the trustee, the 
latter’s power to obtain the best possible price on the market being 
accordingly circumscribed to the probable disadvantage of the share- 


holders. 


It would seem that the interests of the certificate holders 
would be better protected if the trustee were to share such 
responsibilities of resale and substitution. In this way there 
would be a better chance that. liquidation would occur at the 
right times and right prices. This is important, in view of the 








13 “Investment Trusts,” N. Y. Report, p. 45 ff. 
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fact that certificates of this character are marketed to a great 
extent upon the standing of the trustee and the specific compo- 
sition of the securities originally deposited. 


4. The trustee, by taking advantage of the technical loopholes 
afforded by the Declaration of Trust, might in many instances be able 
to avoid responsibility for the depletion in whole or in part of the assets 
of the Trust. However, the question of just what legal responsibility 
a bank Trustee should take is a matter of public policy. Moral re- 
sponsibility ought certainly to lodge with the Trustee. The inherent 
weakness of this type of Trust is that if neither the Depositor nor the 
Trustee takes legal responsibility, there is none. 

5. In many indentures insufficient provisions are found for assuring 
an acceptable successor trustee in case the original trustee resigns or 
is removed, 


Indentures and declarations of trust—The deed of trust 
under which discretionary trusts issue bonds should not be 
confused with the declaration of trust under which common 
law or Massachusetts trusts are created. . Although the inden- 
tures or trust deeds under which bonds are issued by invest- 
ment trusts follow closely the legal forms adopted by corpora- 
tions, differences, nevertheless, have been made necessary by 
the very nature of the investment trust’s business. 

‘Maintenance of adequate security.—It is highly important, 
for example, that adequate provisions be inserted in the in- 
denture under which investment trusts issue bonds for the 
maintenance of a minimum ratio of book value of securities 
(at market or cost) to bonds issued. It is immaterial whether 
the issue is collaterally secured or whether it is a straight de- 
benture. The indenture under which it is issued should cover 
this point. In fact, where such a provision is adequately 
drawn, debenture bonds should be fully as secure as collateral 
bonds, for a direct limitation is thereby placed on the trust’s 
borrowing powers. 

Indentures under which collateral trust bonds are issued 
usually state the ratio of protection afforded by the deposited 
collateral. On the other hand, the indentures under which 
general obligations or debenture bonds are issued limit the 
funded debt which the issuing corporation may create, by 
provisions to the effect that no further debt may be created 
if the ratio of debt to the book value of assets is thereby re- 
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duced below a stated minimum percentage. Frequently there 
is a further requirement in the indenture that securities shall 
be carried at their market values where lower than cost values. 

Removal of trustees.—Provisions relating to the removal 
of trustees and the appointment of new trustees naturally 
vary among different trusts. It is customary, however, to give 
a majority of the debenture holders power to remove the act- 
ing trustee and to appoint another. The indenture between 
the Standard Investing Company and the New York Trust 
Company, for example, provides that the trustee may be 
removed at any time by the holders of the majority in principal 
amount of outstanding debentures. The provisions found in 
the indenture between the General American Investors Com- 
pany and the Guaranty Trust Company are similar in this 
respect, although, in the former case, the appointment of the 
new trustee is in the hands of the Standard Investing Company, 
while, in the latter, it is in the hands of the debenture holders.** 

Cost of raising capital for management trusts.——Among 
the London and Edinburgh trusts the cost of raising new 
capital is frequently less than 2 per cent. Their age, invest- 
ment position, and the practice of selling issues without having 
' them underwritten tend to lower the cost of marketing their 
securities, In this country the cost of raising capital for man- 
agement trusts ranges between 314 per cent and ro per cent.” 
Higher costs here are occasioned in part by the practice of 
distributing new issues through investment banking houses. A 
contributory reason is the fact that American investment trusts 
are of recent origin, and have not yet been thoroughly estab- 
lished among investors. 

Capital costs of fixed investment trusts.—In the case of 
the fixed trust, the cost of raising capital is represented by 
the spread between the cost of the deposited securities and 
the prices at which the participating certificates are sold to 
the public. This spread not only provides for the cost of 
raising capital but for the profits of the organizers, and for 
trustee expenses also. The larger part of this spread, how- 
ever, may be considered as a cost for capital. It generally 
ranges between 10 per cent and 20 per cent, which would 








14 “Jnvestment Trusts,” N. Y. Report, p. 60. 
15 “Jnvestment Trusts,” N. Y. Report, p. 44. 
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indicate that the percentage of the investor’s dollar which goes 
into the actual investment of securities is less in the fixed than 
in the management trust.*° 

Relationship between investment funds and fiscal agents. 
—The cost of raising capital is only one of the expenses 
chargeable against the assets and income of an investment 
fund. One must also consider the fees charged for investment 
service, supervision, and management. In the case of fixed 
trusts, which do not manage securities beyond the point of 
original selection, there is no question of subsequent manage- 
ment expense.” Where the fund is administered, as in the 
Scottish type, there must, of course, be some basis for paying 
those who supervise this work. A fee of one-half of 1 per 
cent of the investment fund per annum may be considered as 
a normal charge for such service. This, in fact, is ap- 
proximately the charge made by the Investment Managers 
Company on its two funds, by the American Founders Trust, 
which supervises the two International Securities Trusts, and 
by the Securities Management Company. (The Mutual Invest- 
ment Company receives one half of all income and profits in 
excess of 6 per cent on Class A certificates of the Mutual 
Investment Fund. In practice this- probably results in more. 
than one half of 1 per cent on the aggregate fund.**) A wide 
variety of arrangements may be found among various trusts. 
The essential matter for the prospective purchaser to examine, 
however, is the effective charge against the income of the fund 
resulting from the arrangements between the trust and its 
managers. 

A further opportunity for profit to the trust managers lies 
in the possibility of they themselves selling securities to the 
fund at a profit. The more conservative trusts are safe- 
guarded against such abuses by provisions in their indentures. 
Thus, the Investment Managers Company covenants that it 





16 “Investment Trusts,” N. Y. Report, p. 43. As explained here, this spread 
does not represent a further profit that may be made by the managers if they 
put up collateral at a higher value than the cost to themselves. 

17 The original trustee’s expenses are often taken care of at the time the 
certificates are sold. There is usually a time set when the underlying collateral 
may be sold or distributed and the trust wound up, or continued for a further 
stated period upon payment of a specified sum to reimburse the trustee for fur- 
ther services. 

18 “Investment Trusts,” N. Y. Report, p. 63. 
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will not deal with itself, its officers, or directors as principal in 
making purchases or sales of securities for the account of the 
fund, but any director, member, or officer of the company may 
accept customary brokerage commissions on purchases and 
sales.° ‘The International Securities Corporation of America 
and the Second International Securities Corporation forbid 
_ profits in the purchase or sale of securities for their account 
by the American Founders Trust. The evils of permitting the 
agent for the trust to profit as principal are too obvious to 
warrant further discussion. 

Published reports.—The policies of investment trusts in 
Europe and the United States vary in the matter of making 
public their investment holdings. Most of the management 
trusts here and abroad do not make public their market posi- 
tion. ‘This policy is due to a feeling on the part of the man- 
agers that if the investor does not place full confidence in the 
management he should not purchase securities. Furthermore, 
investment lists are constantly changing, and it is claimed that 
a list published on January 1 might be obsolete on April 1. 
Perhaps the most important reason for withholding invest- 
ment lists is the desire to keep such knowledge from outside 
parties who are not shareholders. The larger trusts spend 
considerable sums of money in determining the relative worth 
of securities. If their investment lists were frequently made 
public they would be giving away information obtained at a 
substantial cost. 

On the other hand, a number of investment trusts, even 
including those which place no restrictions on investment 
policies, frequently publish classifications of their investments 
which indicate type of issue, industries represented, and 
geographical distribution. 

Other trusts publish annual lists showing investments on 
hand at the end of the fiscal period. Such lists may or may 
not show the cost and current market value of holdings. In 
the case of fixed trusts, of course, it is essential that a list of 
the underlying collateral be published. In fact, the only basis 
for value in such trusts is the collateral underlying the securi- 
ties issued, since management has little relation to the invest- 
ment. Such trusts should be required to state definitely the 








19 “Jnvestment Trusts,” N. Y. Report, p. 64. 
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amount of each security deposited as collateral. Furthermore, 
any changes in the underlying collateral should be reported 
at once. 

Future of the investment trust.—The recent growth of the 
investment trust at home and abroad leaves little doubt as to 
its permanency as an institution of finance. Undoubtedly 
there will be trusts which fail to meet the reasonable expecta- 
tions of their sponsors. The ultimate success of any trust 
depends largely, if not entirely, on management, and manage- 
ment is a personal element which varies widely. 

The individual investor will find an analysis of investment 
trust securities the more difficult on this account. Manage- 
ment cannot be measured and appraised on any statistical 
basis. It is true that an examination may be made of the 
charter and by-laws, or of the declaration of trust under which 
the directors or trustees operate in order to find what restric- 
tions are set forth. But little light is here shed on the future 
of the trust, for with proper management the fewer the re- 
strictions the better. 

The ultimate success of the trust will depend, of course, on 
the wise selection of securities. This does not mean that secu- 
rities of the highest grade only should be purchased. There 
would be little profit accruing to a trust which purchased 
nothing but Liberty bonds, or high grade state and municipal 
bonds. ‘The real profits will be made through the purchase 
of securities which, for one reason or another, are selling at 
prices below their real worth, or which have good possibilities 
of future enhancement. This requires discrimination and 
judgment, but these qualities are expected of trustees. 

The matter of dividend policies also determines in part the 
ultimate success of the trust. The chairman of the Edinburgh 
Investment Trust states that one of the secrets of trust man- 
agement is to allow a portion of the net revenue of the trust 
to accumulate at compound interest.” In this way reserves 
are set up to take care of future losses. It is especially neces- 
sary that this course be followed, for the trust makes an ap- 
peal to the small investor who needs safety and who prefers 
a stable dividend rate, although small, to a fluctuating one. 








20 Robinson, Leland R., “British Investment Trusts,” p. 23, U. S. Department 
of Commerce, 1923. 
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The more successful trusts have both visible and invisible 
reserves to meet losses that must inevitably occur in their 
underlying collateral. 

The original charge made against the investor’s dollar for 
securing capital for trust operation and the subsequent man- 
agement charges should be examined before a commitment is 
made, as well as the fiduciary relations with the managers that 
are allowed by the trust indenture. A trust which has been 
set up primarily to afford a profit to its managers is not likely 
to prove a profitable commitment for the investor. 


CHAPTER XXII 
INVESTMENTS SECURED BY REAL ESTATE 


The most common form of security issued against real estate 
is the real estate mortgage. This type of security has been 
known for many centuries. Actual records unearthed in Meso- 
potamia show that mortgages on real estate were given to 
secure loans as early as 2100 BX<. ‘The basic uses to which 
land is put, the dependence of man on land for meeting his 
every need, the stability of values found in land and real estate, 
except in areas where speculation has been overdone, make 
real estate mortgages one of the soundest and most stable of 
all investments. ; 

Mortgages may be classified in several different ways. A 
fundamental distinction should be made between mortgages on 
improved property and those on unimproved and unproductive 
property, although the fact that property may be only partially 
or inadequately improved sometimes makes such a distinction 
dificult. The general criterion involves the question of income. 
Unimproved property yields no income, while improved prop- 
erty is capable of producing an income. However, the im- 
provements on a given piece of land may be old and obsolete, 
or may be inadequate to produce an income commensurate with 
the value of the land. This is the case where worn-out and 
dilapidated buildings remain on valuable land in business cen- 
ters. The land, in other words, is inadequately developed or 
improved, although it may produce a small rental. In such 
cases, land values alone exist, and, from a practical stand- 
point, the land may be said to be undeveloped. A more dif- 
ficult case is presented where the buildings are by no means 
modern, although usable, and still yield an income commensu- 
rate with a fair return on land values alone, but insufficient 
to afford much, if any, surplus for improvements. In other 
words, the property does not yield the greatest amount of rent 
which the location would be capable of yielding were it ade- 
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quately improved. Such land is partially, although inade- 
quately, developed. It is sometimes a matter of judgment, 
therefore, as to what constitutes unimproved property. 

Another basis of classifying real estate mortgages is accora- 
ing to the uses to which the mortgaged property is put. Resi- 
dential loans are made on property used strictly for residential 
purposes. Under this classification ‘are included loans on one, 
two, and three family houses. Apartment house loans, as the 
name implies, include mortgages on multi-family or apartment 
houses. Business property loans include mortgages on store 
property, loft buildings, office structures, wharves, garages, 
hotels, theaters, and so on. The term “farm mortgages” is 
used to designate loans on farm properties. 

It would be difficult to say, in a general way, which of these 
various classes of loans is the most desirable. Some investors 
prefer strictly residential loans, particularly those which are 
made by the home-owner instead of a speculator or a con- 
tractor. In the former case, the moral factor is decidedly in 
favor of the mortgagee, for there is a strong incentive on the 
part of the owner of a home to avoid threatened foreclosure 
at all costs. On the other hand, residential loans are usually 
in small denominations. For this reason, a million dollar fund 
invested in such loans means proportionately more detail than 
where the average size of the loan is larger. Loans on high 
grade business property are very desirable if well selected. 
There is, however, greater opportunity for making errors in 
this kind of loan. Business centers change rapidly and values 
may become impaired within a short space of time. On the 
other hand, there are certain areas that are so well established 
that almost no question need arise as to the permanency of 
values. 

There is a somewhat higher risk in loans on so-called special 
purpose property, such as garages, churches, clubhouses, hos- 
pitals, and the like. If, for any reason, the enterprise turns 
out poorly the market for the property is liable to be restricted. 
For this reason, there are many investors who refuse to lend 
on this type of property at all and who confine their loans 
entirely to residential or business properties of general utility, 
and, consequently, capable of producing a steady income. 





1 See also p. 572. 
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The inherent safety of real estate mortgage investnients has 
long been recognized. Many states legalize investment by 
savings banks of a substantial portion of their total funds in 
mortgages of this type. Thus Massachusetts and New York 
both permit savings banks to invest up to 70 per cent of their 
deposits in first mortgages on real estate located within the 
state and not exceeding 60 per cent of the value of such real 
estate. If loans are made on unimproved and unproductive 
real estate the amount lent thereon must not exceed 40 per 
cent of the appraised value. Insurance companies are also 
allowed to invest a substantial portion of their funds in first 
mortgages on improved real estate. Mortgages, properly 
limited in respect to appraised values, are likewise legal instru- 
ments for trust funds in many states. 

In contrast with the safety of principal and income which 
inheres in this type of investment there are certain disadvan- 
tages. Mortgages lack marketability and are often in incon- 
venient denominations. There is a substantial amount of 
detail required in supervision. The mortgagee must see to it 
that adequate insurance is kept on the property, that taxes are 
properly paid, and that the property is not allowed to depre- 
ciate. Furthermore, there is often some bother in the collec- 
tion of interest. It is also necessary to be familiar with prop- 
erty values in the locality where loans are being made or to 
rely on independent appraisals 

Distinction between individual mortgages and mortgage 
bonds.—The real estate mortgage differs but little in its legal 
details from the mortgage under which mortgage bonds are 
issued. Since we have already discussed at some length the 
legal aspects of a mortgage, it is not necessary to take this 
matter up again.® It is sufficient to say that the mortgage is 
really a deed in which a conditional transfer of the title to a 
specific piece of property is made as security for the payment 
of a loan. The mortgagee, therefore, holds the legal title to 
the property, while the mortgagor holds the equity of redemp- 
tion. In the event of failure on the part of the mortgagor to 
carry out his part of the agreement the mortgage is said to 





2 An effort is made to overcome the latter objection, by the issue of real estate 
mortgage bonds. See pp. 581, 585. ; 

3 See Chapter VII. See also “Individual and Corporation Mortgages,” Lilly, 
William, I, B. A. of A., New York, 1918. 
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be “in default.” The mortgagee then proceeds to foreclose 
the mortgage.‘ 

There are, however, certain fundamental distinctions be- 
tween individual mortgages and mortgage bonds. The latter 
represent the right to participate under certain restrictions in 
a mortgage, but the rights of the holders of mortgage bonds 
are customarily exercised through the medium of a trustee. 
The holder of an individual mortgage, however, may proceed 
alone in the exercise of his legal rights when a default has 
occurred in the terms of his mortgage. The legal steps to be 
taken in case of default on ordinary real estate mortgages are 
likewise relatively simple in most states. It is customary to 
require the mortgagee, after making proper notification to the 
mortgagor at his last known address, to advertise the sale of 
the property for a certain period, after which it must be sold 
at public auction. Under some mortgages, a court order is 
required before the sale can take place, but this is not the 
general practice in the case of real estate mortgages. Where 
the sale has been conducted under proper conditions, it is final 
in many states, although not in all. In some localities the 
mortgagor is allowed a certain period during which he may 
redeem the property by paying the amount due, plus accrued 
expenses and a small bonus.® Such a provision, while it may 





4The mortgage or deed conveying the property to the mortgagee, subject to 
the right of redemption by the mortgagor, is the instrument which gives a lien 
on the property. The note or bond which accompanies the mortgage is the 
promise of the borrower to pay the debt. In New York State the accompanying 
document is known as a bond. It consists of three main divisions: (1) the 
acknowledgment of the debt; (2) the promise to pay; and (3) default pro- 
visions. 

The deed (mortgage) must be signed by the parties in whose name the prop- 
erty stands, must be acknowledged before a notary (in many states), should 
be recorded, and must contain the release of dower. The note or bond must 
be signed by the borrower, but in most states need not be sealed. Ordinarily 
it is not recorded. Dower has no bearing on the bond, and consequently the 
“wife of the borrower need not sign unless she is codwner of the property, in 
which case it is customary to have her join in the bond. 

5 The expenses of foreclosure include the amount of delinquent interest, taxes 
in arrears (including penalties and interest), delinquent assessments, court costs 
and attorney’s fees, commission for selling, and repairs to the property after 
foreclosure. Such expenses will probably increase the face value of the loan 
from 5 to 4o per cent. In Alabama, where two years must elapse before the 
mortgagee may secure full possession, they will probably reach the higher 
figure. In most New England states, where only three weeks are required, 
they should not exceed 5 to ro per cent of the face of the loan. 
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protect the mortgagor, is not entirely satisfactory from the 
mortgagee’s standpoint, in that delinquencies are encouraged 
thereby. 

The mortgage note: periods for which mortgages run.— 
In practice it is customary for the mortgage to be accompanied 
by a bond or note which gives evidence of the loan. Such 
notes carry the same terms, in respect to interest and principal 
payments, as are contained in the mortgage itself. The mort- 
gage note may be for one, three, or five years, or longer, at 
the option of the parties concerned. The current practice in 
some localities is to require a one year note, with the privilege 
of renewal if the mortgagor pays 5 per cent on the principal 
of the note after the first year, and otherwise lives up to the 
covenants of the mortgage, especially in respect to proper 
maintenance of the property. In other cases, the mortgage is 
accompanied bya demand note. Such a situation, while it puts 
the mortgagee in a very strong position, puts the mortgagor 
in an especially weak position. Technically, the mortgagee 
has the right at any time to call the principal of the loan. The 
practice of requiring one year notes with the renewal privilege 
in case § per cent is paid on the principal of the loan is fair 
to all concerned. It likewise affords the mortgagee adequate 
protection against normal depreciation in values, as well as 
some protection against overappraisal.® 

A three, five, or ten year note, if accompanied by an amorti- 
zation agreement whereby the loan is reduced by, say, 5 per 
cent of the principal each year, is likewise a satisfactory ar- 
rangement to all concerned. The borrower knows in advance 
the payments he is expected to make and the lender is given 
adequate protection against depreciation in values by means 
of the annual amortization. Mortgages that run for longer 
than three years without amortization requirements are not 
altogether satisfactory, unless secured by property in localities 
where values are likely to appreciate, or unless conservative in . 
amount. 

Another type of note, more commonly used in the South 





©The values of all buildings decline with age. Such declines in value may 
occur from wear and tear, termed “depreciation,” or from changes in styles of 
architecture and construction, termed “obsolescence.” The normal rate of de- 
preciation depends on the type of construction and uses to which the building 
is put, and will vary from 1 per cent to 5 per cent a year. 
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and the West than in the East, provides for monthly payments 
that cover both interest and principal. Where such a loan is 
made, interest on the face of the note for the entire period is 
computed at the specified rate and added to the principal sum. 
Monthly payments are then adjusted in such a way that at the 
end of the period the entire sum, principal and interest, will 
have been paid. Let us assume, for example, that it is desired 
to make a $1,000 loan for ten years at 5 per cent. The entire 
amount due will be $1,500, that is, $1,000 in principal and 
$500 in interest. Monthly payinents of $12.50 a month for 
ten years just equals $1,500. The effective yield to the investor 
on such a plan is 8.69 per cent, although the loan is figured 
at § per cent.’ The reason for this is that the investor begins 
to get back his principal as soon as payments start and at no 
time after the first month does he have $1,000 outstanding. 
During the first years of the loan a larger proportion of the 
$12.50 monthly payments goes to interest than to principal, 
but as the loan is reduced the interest payments are reduced, 
thus increasing the proportion-going to reduce the principal. 
To the borrower, however, his monthly payments remain con- 
stant during the life of the loan. The chart on page 566 will 
illustrate the way in which this plan works out in practice: 
The reader will appreciate that it is possible to use this 
general plan on any one of a number of different bases, de- 
pending on the period within which it is desired to retire the 
principal, the basic rate of interest, and the amount of monthly 
payment which the borrower can pay. The principle itself 
remains the same. To the investor a plan of this nature has 
the advantage of raising the effective yield on his commitment, 
while depreciation and a fall in values are guarded against by 
the constant reduction in principal. It has the disadvantage 
of requiring detailed accounts for principal and interest, and 








7 Many states have usury laws specifying the rate of interest which may be 
charged on loans to individuals. The stated rate of interest in the loan does 
not govern the effective rate, as shown above. The real test is, Will the contract, 
if performed, result in producing to the lender a rate of interest greater than 
that allowed by law, and is this result intended? Usurious contracts are void 
and unenforceable in some states. In other states a usurious contract may be 
enforceable up to the legal rate of interest. It is very important, therefore, 
that the investor acquaint himself with the usury laws of the state in which 
he proposes to take mortgages of this kind to see if they conflict with such laws. 
Corporations cannot plead usury. In some states there are exceptions to 
usury laws in the case of specified types of loans. 
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the necessity for reinvesting small sums of money each month. 
These objections are partly overcome if the amount to be lent 
on this type of mortgage is large and sufficient new business 
comes in regularly to use up the monthly principal payments. 
To the borrower, the plan has the advantage of a rapid retire- 
ment of the loan through monthly savings. 


Fig. 25.—Chart Showing Application of $12.50 Monthly Payments to 
a $1,000 Loan—5% Interest Added in Advance—Effective Yield 
8.69%. Loan Retired in 10 Years. 
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Details in handling mortgages.—lIn practice, there are cer- 
tain details that should be attended to at the time the mortgage 
is taken. The absolutely essential details are: (1) fire insur- 
ance, (2) title insurance, and (3) registration. 

Fire insurance —A sufficient amount of fire insurance should 
be placed on the property to protect the mortgagor. Where 
the mortgaged property consists of land only, fire insurance is 
not necessary. In other cases it is customary to require policies 
with approved companies at least equal to the amount of the 
mortgage; otherwise the mortgagee is liable to suffer a serious 
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loss in the value of his underlying security. (Some lenders 
require insurance up to the full value of the property, although 
the mortgage may be only 60 or 70 per cent of such value.) 
Fire insurance policies should be held by the mortgagee, and 
attached thereto should be a mortgagee’s clause, properly as- 
sented to by the company issuing the policy, in which the mort- 
gagee is accepted as beneficiary to the extent that his interest 
may appear under the mortgage. 

Title, search, and insurance of.—It is also important that 
the mortgagor be assured that he has a proper title to the 
property in question. This may be determined with reasonable 
accuracy by a lawyer’s examination of the records at the reg- 
istry office in which records of the land in question are kept. 
Such an examination will show whether the mortgagor has a 
clear title, and what liens, if any, are registered against the 
property. The lawyer’s search will probably reveal any obvi- 
ous defects in the title, but is by no means always adequate. 
It is far better, where it is possible, to have the title guaranteed 
by a reputable title company. Such companies issue title poli- 
cies not only to mortgagees, insuring their interest in the title, 
but to the owner as well. 

It is customary for such companies to guarantee: (1) that 
the title is marketable; (2) the exact condition of the title in 
respect to othér liens; (3) ‘that all costs in connection with 
litigation over the title have been paid; and (4) that the title 
‘company y will protect against any loss that may arisé froma 
defect in the title. The fees charged by such companies are 
nominal and are paid once and for all when the policy is is- 
sued.* The mortgagor is customarily required, when applying 
for the mortgage, to agree to furnish a title policy, or to pay 
the necessary legal fees in connection with a title examination. 

Registration—As soon as the mortgage is executed and 
passed, it should be recorded. This is customarily done at the 
clerk’s desk in the land office in which the land records in 
question are kept. For this reason, many mortgage transac- 
tions are consummated at this office, in order that the registra- 





8 The customary fees for a single policy are one half of 1x per cent of the 
face value of the policy plus a base fee of $15 on all policies under $40,000. 
For each $1,000 over this amount the fee is $2.50 per $1,000. Where the title 
company places the loan, the cost of the policy is usually included in the bonus 
charged the borrower for executing the mortgage. 
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tion may be effected at once. Failure to record a mortgage 
does not make it invalid, it is true; but it cannot be held against 
a third person who subsequently acquires a claim on the prop- 
erty, on the assumption that there was no other lien. In other 
words, assume that individual 4 has an unrecorded mortgage 
on a certain piece of property now owned by B. B is fully 
aware of A’s mortgage, it is true, but decides to execute an- 
other mortgage to C. C, after examining the records, and 
having no personal knowledge of 4’s mortgage, finds them to 
be clear and takes another first mortgage on B’s property, 
which he immediately records. 8B, in the meantime, becomes 
bankrupt. 4 then finds out that another first mortgage has 
been placed on the property and properly recorded. His mort- 
gage becomes, in effect, a second mortgage. It is true that B 
acted fraudulently, but this is of no financial aid to 4 if B is 
insolvent. 4, in fact, suffers, not from B’s fraud, but from 
his own neglect in not recording his mortgage. 

Appraisal, importance of, methods of.—Up to this point 
matters of detail which should be borne in mind when investing 
in mortgages have been considered. Important as these are, 
they do not involve the real elements of risk to be found in 
real estate mortgage investments. The first investment risk, 
at least from the standpoint of importance, lies in the appraisal 
on the basis of which the loan is made. It is customary for 
banks to loan up to 60 per cent of the appraised value of 
urban property. In the case of farm loans the mortgage is 
usually restricted to 50 per cent of the value of the land and 
20 per cent of the value of the improvements. These limits 
may be considered as conservative. Nevertheless, it often 
happens that loans are made up to 66 2/3 per cent or more of 
the value of the property. Building and loan associations, 
which loan on residential properties for the most part, fre- 
quently grant mortgages up to 75 or 80 per cent of the value 
of the property, although these associations require borrowers 
to purchase shares which are held as collateral security and on 
which monthly payments must be made.® In this way, a sub- 
stantial monthly amortization is provided for. 

The recent development of real estate financing in not a 
few cases has undoubtedly resulted in floating real estate bond 





®Such shares are sometimes called “running” shares as contrasted with 
“paid-up” shares. Running shares may be purchased by nonborrowers also. 


INVESTMENTS SECURED BY REAL ESTATE — 569 


issues in amounts that exceeded the actual costs of the prop- 
erties financed. In recent disclosures which followed the fail- 
ure of certain mortgage companies in New York it was brought 
out that these companies had floated issues of real estate bonds 
equal to, or in excess of, the cost or fair market value of the 
property securing the bonds. 

Appraisal of real estate for mortgage purposes: general. 
—Appraisals which are made for mortgage purposes should 
center on market values. It is true that many different items 
of value should be considered in the appraisal process: cost of 
construction, age of building, type and design of structures, 
land values, neighborhood characteristics, gross and net income 
from property, adaptability, and the like factors are all impor- 
tant. If the mortgage is to give proper security to the mort- 
gagee, the underlying property must have a market value in 
excess of the amount of the loan. It may be argued in the 
case of mortgages on income producing properties that, so long 
as the derived net income is sufficient to pay expenses and 
interest, market value is incidental. The answer is that if the 
honestly derived income from the property is sufhcient to meet 
these requirements, and is permanently established, the prop- 
erty will have a value equal to or in excess of the amount of 
the loan. But cases have been known where temporary 
“dummy” tenants, who temporarily pay exorbitant rent to 
supply a fictitious value for financing purposes, are put in occu- 
pancy. 

There is no single method of appraising real estate for mort- 
gage purposes that can be established as correct for all the 
different kinds of real property that exist. For example, the 
value of store property is often computed on the basis of gross 
rental; office buildings are appraised on the basis of net income; 
so are some of the larger apartment houses; but* unimproved 
land may have no present income at all. Likewise, single 
family houses of the better type are almost invariably pur- 
chased and held for residential, not for rental, purposes. The 
science of appraisal is indeed a subject by itself and all that 
we can do at this point is to indicate in a general way some 
of the appraisal methods in common use.”® 





10 For a more complete treatment of the subject of real estate appraisals 
see Babcock, Frederick M., “The Appraisal of Real Estate,” 1926, Macmillan 
Co., New York. 
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Appraisal of residential property: comparison of sales 
prices.—The simplest method of appraising residential prop- 
erty is by inspection and price comparison. That is, the ap- 
praiser inspects the property, notes its general characteristics, 
and compares it with other property similarly situated and 
constructed, which has recently been transferred or which is 
on the market at the time the appraisal is being made. Real 
estate firms that operate in the area in which the property is 
located generally have a record of sales of similar property. 
Where no actual sales records are available, it is often possible 
to approximate the sales price by reference to the revenue 
stamps put on the deed of properties recently sold. 

There are serious objections to this method of appraisal, 
however, in that no means are provided for an accurate check 
on all the various items of value that go into the building. 
For instance, the size of the building, the number of rooms, 
the room lay-out, the architectural plan, the question of plumb- 
ing, the kind of wood used for flooring, the type of heating 
plant, the roof, the dimensions and location of the lot, the 
nearness to undesirable structures, the age of the building; 
these, among other matters, all have their effect on value. The 
problem of the appraiser is to give proper weight to all these 
factors. 

Separate appraisal of land and buildings.—A more refined 
method of appraising residential property, therefore, starts 
with an analysis of land value, to which is added the cost of 
constructing the improvements less proper depreciation for age 
and obsolescence. The most accurate basis for land valuation 
in such cases is the record of recent transfers of land in the 
neighborhood in question, with proper adjustments for corner 
locations, and other special factors that may be involved. Land 
for residential purposes may be valued on a square foot or a 
front foot basis, although more commonly the front foot basis 
is used with proper correction for variations in depth and 
nearness to corners. 

There are a number of tables which are commonly used to 
make adjustments for variation in the depth of lots. In New 
York, the Davies rule or the Hoffman-Neill tables are fre- 
quently employed. In Cleveland the Somers- table prevails. 
In fact, there is a slight adjustment in the tables used in dif- 
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ferent sections of the country to account for variations in local 
customs.** 

Lots situated on a corner, or one lot in from the corner, are 
often more valuable than lots situated in the middle of the 
block. The customary rule is to add to the value of a standard 
lot facing on a particular street an additional 50 per cent to 
determine the value of a corner lot. This rule applies more 
particularly to lots used for business purposes than to those 
used for residential purposes, although corner locations are 
often more valuable for residential purposes than are interior 
lots. The added value in such cases will depend on the local 
situation, there being no general rule for determining the added 
allowance to be made. 

The matter of plottage value must also be considered in 
localities that are especially adapted to apartment houses or to 
large office or commercial buildings. In such areas a single 
50 or 100 foot lot may be inadequate for the erection of the 
best adapted structure. Two, three, or more lots must be 
combined. By reason of the fact that, in such localities, the 
larger area can be developed or improved to better advantage 
there is an added value to lots of proper size. Where there 
has been a successful grouping of small lots in this way, it is 





11 The reader will find complete tables as used in different localities in “Real 
Estate Appraisal,” Chapter XII, 1926, Macmillan Co., New York, by Babcock, 
Frederick M. The following portions of the Davies, Hoffman-Neill, and Somers 
rules are given for illustrative purposes: 


DEPTH TABLES 


(Sample) 
Davies Rule, Hoffman-Neill, Somers Rule, 
Depthin Feet New York New York Cleveland 

go -93849 94 -9560 

95 96921 nacre 9785 
100 99917 1.00 1.000 
105 1.02841 : rahe 1.0208 
110 1.05698 Aloo 1.0400 


Let us assume that the lot to be appraised has a depth of 90 feet, a width of 
50 feet, and that the front foot value of standard; lot is $100. If our lot were 
standard, that is, 100 feet in depth, its value would be $5,000. The depth 
being only 90 feet, however, its value according to the Davies rule would be 
$5,000 X .93849, or $4,692.45. Based on the Hoffman-Neill tables its value 
would be $4,700, and on the Somers table $4,780. 
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customary to appraise the aggregate area by adding to the 
total of the values of the individual lots a percentage, usually 
10 per cent, in order to arrive at the value of the larger plot. 

The process of assembling lots also may create a sort of 
“nuisance” value for one or two of the individual lots in the 
area of proposed plottage. Thus, where an operator or builder 
has acquired all but one, or possibly two, of the individual lots 
necessary for the erection of a properly planned building, he 
may be compelled to pay a higher price for the remaining 
parcels. Whereas, such value is often created in situations of 
this kind, it is dangerous to go very far in using it as a basis 
for mortgage loans, for, in the event of a change in the build- 
er’s plans, there may be a collapse in this so-called nuisance- 
value. 

Methods of appraising buildings——The next step after 
valuing the land is to value the improvements thereon. Here 
the appraiser is immediately brought face to face with the 
adaptability of the improvements to the lot. In other words, 
it is very important in appraising buildings to determine 
whether they constitute an adequate development or improve- 
ment for the land. Where the land and improvements thereon 
bring a maximum rent, or, in the case of residential land, where 
the type of building (considering cost, architectural layout, and 
nature of structure) is adapted to the lot, the land is said to 
be adequately improved. Where the land is adequately devel- 
oped, that is, where the best adapted structure is on the land, 
it is safe to add to the land value the estimated cost of the 
structure less depreciation. 

Where the land is not adequately improved, it is necessary 
to estimate the total value of land and buildings combined by 
a comparison of the sales prices of other property in the vicin- 
ity, or by capitalizing the income from the property. The 
value of the buildings, independent of the value of the land, 
may then be determined, if desired, by subtracting from the 
total value the independent value of the land. 

In determining the value of the structures on the basis of 
construction costs, the appraiser usually works from some unit 
base, such as the square foot of floor area or the cubic foot of 
content. The construction cost per square foot of floor area 
or cubic foot of content will vary for residential properties 
between the following limits: 
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CONSTRUCTION COSTS, RESIDENTIAL PROPERTY, 1928 


Square Foot Cubic Foot 
Type of Structure Costs Costs 

Frame 1, 2, or 3 Family (low grade)............ $5 —$6 25c— 30C 
Frame, Medium Construction, 1 and 2 Family.... 6-7 30 — 35 
Frame, Single Family, Medium Construction...... 7-8 35 — 40 
High Grade Frame, Single Family............... 8 -10 40 — 50 
BrickeViencermoinplephamilyp erate sate cee eer 7-8 35 — 45 
Brick Apartments, Low to Medium............... 7-8 30 — 45 
BrickeA partments riohe Gradewcra iene aes 8 -12 45 — 60 
Brick, Single Family, High Grade................ IO —14 50 — 75 


Having prepared the measurements of the building, it is neces- 
sary to determine the grade of construction, to select the proper 
unit cost, and to multiply the total cubic content or square foot 
area thereby, in arriving at a total cost. From this should be 
deducted depreciation, if the building is over a year or two old. 
Costs may easily run over the highest limit in the preceding 
table; but, where they do, the appraiser should check the 
demand for high class buildings in the locality in which the 
property is located. 

Appraisal by means of capitalizing rentals—Residential 
property may also be appraised on a rental basis, where it is 
rented, or where it is of a character that may be rented. At 
the present time, it is customary in many communities to ap- 
praise strictly residential property, such as one, two, and three 
family houses, where no collateral service, such as heat or 
janitors, is furnished, at 100 times the monthly rental, or at 
8.33 times the annual rental. This is equivalent to capitalizing 
gross rentals at 12 per cent. In the case of new structures, 
where repairs and upkeep are low, a 10 per cent rate of 
capitalization is sometimes used. The rate to apply in a given 
case, however, will depend largely on local conditions. 

In the case of apartment properties, where heat and janitor 
service are furnished, it is necessary to use a higher rate of 
capitalization. A rate between 15 and 20 per cent is custom- 
arily used in such cases to capitalize the annual gross rental 
into a value. This gives weight to the added expense of fur- 
nishing heat, janitor service, added expenses for repairs, and 
the like. 

The use of the capitalization method for appraising prop- 
erty is not recommended as highly accurate. In the first place, 
old structures may rent at relatively high figures, yet be almost 
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worthless as buildings. Furthermore, it is necessary to make 
proper adjustments for vacancies and loss in collections in ar- 
riving at gross revenues. The capitalization method of ap- 
praisal in respect to real estate is recommended as a check 
rather than as a definite and independent method, except where 
other means of ascertaining values are lacking. 

Analysis of appraisal card.—The card opposite was de- 
signed by the author for use in appraising residential and 
apartment house properties for loan purposes. It is not aimed 
to provide for a complete analysis but rather to suggest a 
method for recording and weighing the more important factors 
that should be considered by the appraiser when making valua- 
tions for mortgage purposes. 

It will be seen that three bases of appraisal are here pro- 
vided for. It is always possible, in the case of new properties 
that are adapted to the land on which they are built, to work 
out the appraisal on two bases, and, where the property is 
rented, the capitalization method is available as well. Under 
the floor area basis, the preceding appraisal card provides for 
a somewhat more detailed analysis than was previously sug- 
gested, in that the structure is valued exclusive of heating plant 
and bath rooms. An allowance is then made for these items 
which is added to the total figure. Where this is done a 
slightly lower unit square foot basis may be used than would 
be used otherwise. In this way, special consideration can be 
given to the presence of oil burners, tiled bathrooms, extra 
bathrooms, and so forth. 

Appraisal of business property.—The valuation of business 
property is a profession in itself and should be undertaken 
only by one who is thoroughly familiar with the locality in 
which the appraisal is being made. The basic principles, how- 
ever, are much the same as in the case of residential property. 
Where the site is adequately improved, it is possible to find 
the combined value of the property by appraising the land 
according to sales of similar lots in the neighborhood and to 
add thereto the cost of the building less depreciation. As a 
check against the results obtained by this method, it is possible 
to capitalize rentals, gross and net. Store properties in grow- 
ing localities generally sell for from 8 to 10-times their gross 
rentals. Loft buildings, from 5 to 7 times their gross rentals, 
and high grade office buildings on about the same basis as loft 
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Fig. 26.—Specimen Form—Real Estate Appraisal Card. 
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buildings. High grade business property sells anywhere from 
15 to 25 times net rentals, depending on the rapidity of growth 
in the community and the chance for capital gains in land 
values. 

Where the property is inadequately developed, a different 
problem is involved. It may be possible to capitalize the 
income of the property in order to ascertain its value, but the 
capitalized value should more than equal the land value. 
Otherwise, the present structures must be considered so poorly 
adapted to the site that they are worthless. In such a case, 
unless the existing buildings can be materially improved, it 
would pay to tear them down and erect new ones that better 
utilize the land. Where this situation exists the prospective 
mortgager should consider only the land value present. 

On account of the experience and care required to make an 
accurate appraisal of business property, the investor who con- 
templates loans of this character will do well to employ the 
services of a reputable and conservative firm, familiar with 
local values, and to rely on the report of such a firm. 

Tax values not reliable-—The tax value of property rarely 
has any significance in real estate appraisals. [he practice of 
assessors in valuing property varies in different cities as well 
as in the same city at different times. It frequently happens 
that the amount of tax which a municipality pays to the county 
or the state in which it is located depends on the relation which 
its total assessed valuation bears to the total for the county or 
the state. Accordingly, the local assessors are inclined to 
assess property within the local area at from 50 to 75 per cent 
of its true value, and to raise the local tax rate in proportion. 
The local property owner pays no greater total amount, while 
the city’s contribution to the county or the state is correspond- 
ingly reduced. In any event, no reliance can be put on assessed 
valuations when appraising property for mortgage purposes. 

Causes for declines in real estate values: neighborhood 
changes.—Since it is the sales value of the property in rela- 
tion to the amount of his mortgage that interests the mort- 
gagee, it is important for him to consider, not only the present 
value of the mortgaged property, but such changes in value as 
may occur during the term of his mortgage.- It may happen 
that the neighborhood in which the property is situated is de- 
clining. This is, indeed, a matter that should be carefully 


INVESTMENTS SECURED BY REAL ESTATE 577 


noted at the time the mortgage is taken, for values may be 
rapidly affected by the extension of certain types of industry, 
by changes in the character of population, by changes in means 
of transportation, or by the opening up of new residential 
areas. 

The business cycle-——Another type of risk to which the 
mortgagee is subject arises from the fluctuations of the business 
cycle. At the present time, building costs are substantially 
above those prevailing in 1913. In fact, during the middle of 
1927, the Bureau of Labor Statistics shows that the cost of 
building materials was about 175 per cent of 1913 prices, 
having come down from a high point in April, 1920, of 300 
per cent. Just what the future holds in this respect is uncer- 
tain. It is unlikely that we will have an immediate return to 
1913 prices. On the other hand, it is possible that a severe 
depression in the building industry may take place in the next 
five years, during which values may decline to rather low points. 
The fact that alternate periods of rising and falling prices 
exist under our present economic régime, coupled with the 
tendency to overbuild during periods of easy money and ad- 
vancing prices, makes it necessary for the investor in mortgages 
carefully to follow the trend of economic conditions. Ap- 
praisals should be made on a more conservative basis and loans 
restricted during the later stages of a building boom. It is 
particularly true at such times that the older buildings repre- 
sent the poorest types of property on which to lend, because 
of their rapid depreciation in value, caused by the competition 
of modern structures. For this reason, the most conservative 
real estate mortgages, particularly at present (1928), are those 
secured: (1) by new residential property with modern con- 
veniences and situated in a well adapted neighborhood; (2) by 
up-to-date apartment houses, well constructed and situated; or 
(3) by modern business structures on sites that are well 
adapted to their intended use. 

Methods of safeguarding mortgage loans.—Once the in- 
vestor has acquired a mortgage, his work is by no means ended. 
It is highly important that he reappraise the underlying prop- 
erty at periodic intervals, preferably as often as once a year, 
in order to make sure that the owners keep it in a proper state 
of repair and that neighborhood changes are not developing 
to jeopardize values. Where the mortgage requires annual 
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payments on the principal, the mortgagee can be less strict in 
the matter of reappraisals. 

It is also important that an annual check be made to see 
that all taxes and local assessments are properly paid. Such 
obligations constitute a prior lien on the property, preceding 
even the first mortgagee’s claim. In most states, real estate 
can be sold for unpaid taxes after legal notice of the proposed 
sale is given; but the owner or mortgagee is given a period in 
which to redeem by payment of the tax plus additional ex- 
penses. In order to prevent such a sale, the mortgagee should 
make an annual check to make sure that taxes have been prop- 
erly paid.’ Such a check may be made by requiring the mort- 
gagor to show his tax receipt at the time of his interest pay- 
ment following the assessment of taxes, by checking with tax 
collector’s records, or by following the sales of titles for 
delinquent taxes. 

It has already been suggested that the mortgagee should 
keep in his possession adequate fire insurance on the property 
to cover his mortgage, and that notice of his interest as mort- 
gagee should be indorsed on all policies. It is necessary to 
keep an adequate record of this insurance in order to guard 
against any lapse 1 in the policies. This is usually done by means 
of a tickler file, in which a notice is placed for each mortgage, 
showing the earliest date at which any of the policies held in 
connection therewith expire. 

Second mortgages: general characteristics.—Second mort- 
gages on improved urban real estate are becoming somewhat 
more common and frequently offer excellent investment oppor- 
tunities. Their attraction lies in the higher rate of interest 
they command. The interest rate on such mortgages custom- 
arily is 8 per cent, while various service charges are required 
running from § to 15 per cent of the face value of the loan. 
A plan at present used in some eastern cities in handling second 
mortgages provides for a 5 per cent bonus, 8 per cent interest 
payable semiannually in advance, and 2 per cent payable on 
principal each month. In this way the entire loan is paid up 





‘2TIn some localities, it is customary for the tax collector to notify the mort- 
gagee in writing of his intention to sell the property, thus giving the mortgagee 
an opportunity to pay the tax and start foreclosure. In other cases, legal notice 
of the proposed sale consists of newspaper advertising and the posting of a 
notice of sale at some public place. 
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in 50 months.’* The details involved in second mortgages are 
much the same as in first mortgages. A proper title examina- 
tion or policy, fire insurance, and recording of the mortgage are 
necessary. In respect to appraisal, it is apparent that the same 
or greater care is necessary. The rapid retirement of the loan, 
however, offers excellent protection against the various losses 
in value that were discussed in the case of first mortgages. On 
the other hand, it must be recalled that the second mortgagee’s 
position is below that of the first mortgagee. The former’s 
position, in case of default, will depend to no small extent on 
the willingness of the first mortgagee to renew the loan with 
the second mortgagee as a new owner, if the latter is required 
to bid the mortgaged property in to protect his equity. This 
is especially true if the property does not bring, at the mort- 
gagee’s sale, enough to cover both mortgages. Accordingly, it 
is important for the second mortgagee to know the first mort- 
gagee, and to have sufficient cash to protect his equity in case 
of default in the first mortgage. 

The “split mortgage.’”—Certain companies which specialize 
in mortgage investments do a second mortgage business by 
means of the so-called ‘split mortgage.” This device provides 
for taking a first mortgage which is equal to the first and sec- 
ond mortgage combined. For example, the borrower, instead 
of executing two mortgages, a first equal to 60 per cent of the 
appraised value of his property and a second equal to 15 per 
cent of the value, will execute one mortgage equal to 75 per 
cent of the value of the property. The rate of interest on 





13 Without going into the mathematics of the problem, it is apparent that the 
effective yield is over 10 per cent on this plan. In view of the fact that the 
entire loan is liquidated within about four years, we may assume that the total 
amount involved is outstanding only two years. The 5 per cent bonus is thus 
equivalent to about 2%4 per cent per annum. Furthermore, the lender never 
has out the entire amount on which he collects interest. In fact, he will have 
out at the beginning of the first 6 months on a $1,000 loan only $910 ($1,000 
less 4 per cent interest and 5 per cent bonus), at the end of the first 6 months 
he will have out only $790, $20 having been paid on principal each month. He 
has received $40 interest, therefore, on an average amount outstanding of $850. 
His effective yield, exclusive of the apportioned bonus, is, therefore, 7 or 
4.706 per cent semiannually, This is equivalent to 9.41 per cent annually, to 
which we must add approximately 214 per cent on account of the bonus. This 
gives us a total yield of nearly 11.91 per cent. Mathematically the yield would 
be slightly less than this, because the lender is required to wait until nearly 
the end of the loan before he begins actually to receive his bonus in cash. 
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this loan will be somewhat higher than it would be on a 60 
per cent loan, to be sure, but need not exceed the combined 
charges on a first and second mortgage. We will assume that 
7 per cent is the rate charged. ‘The mortgage company then 
sells an equity in the loan up to 60 per cent of the appraised 
value of the property at, say, a 514 per cent rate of interest, 
and retains the 15 per cent portion. In this way the company 
“doubles up” on the interest it receives on the more hazardous 
portion of the loan and shows a high return on capital in- 
vested. ; 

Leasehold mortgages.—During recent years the practice 
has developed of mortgaging property erected on leased land. 
While the principle of leasehold mortgages may be sound, if 
the proper safeguards are followed, they are not, as a class, 
to be compared with mortgages on property owned in fee. In 
the first place, it is dificult to place an accurate value on any 
particular leAschold. In the second place, it must be recalled 
that the rentals paid under the terms of the lease constitute a 
first claim against all earnings of the property, after taxes have 
been paid (unless the lessor joins with the lessee in executing 
the mortgage). In other words, the lease may be said to 
constitute a first mortgage, whereas the first mortgage on the 
leasehold and buildings actually becomes a second mortgage. 
Furthermore, it is customary for the lessee to agree to pay not 
only the annual ground rent named in the lease, but also all 
taxes on the property (except inheritance and income taxes). 
The present tendency for property taxes to increase thus 
creates a growing burden against the property which must be 
met before interest and amortization payments on the first 
mortgage can be taken care of. Moreover, all increases on 
land values accrue to the lessor, and, since only the lessee’s 
interest can be foreclosed, the security behind a leasehold mort- 
gage does not increase in proportion to the increase in the 
value of the land. 








14In order to show how this plan works out in actual practice, let us assume 
that a piece of property is appraised at $10,000 and that a $7,500 loan is placed 
at 7 per cent. A $6,000 equity in this loan is sold at 5% per cent, the seller 
holding the balance. The profit on the last equity of $1,500 is as follows: 





Total Interest (annual basis)... $525.00 
LWAYE (SURIS (Cols) 6 Han cacsudons bk 330.00 
Balanceé?iius:6c-e rae Pe ae $195.00 
Yield ons$r soomee eee eee ee 13% (exclusive of any 


bonus or placing charge) 


INVESTMENTS SECURED BY REAL ESTATE 581 


Safeguards in leasehold mortgages.—The development of 
this type of financing has been most pronounced in our larger 
cities, where land values have risen to high levels. The prob- 
lem of raising the capital necessary to erect a large office or 
commercial building is partially solved, if the promoters are 
able to effect a long term lease of the land. On account of 
the inherent weakness of mortgages secured by leasehold prop- 
erty, however, it is important for the investor to insist here 
on very strict safeguards in connection with the drawing of 
the lease. In the first place, the lease should run for a length 
of time sufficient to enable the complete retirement of the entire 
mortgage before the expiration of the lease. Many such leases 
run for 99 years, although frequently the duration is for a 
shorter period, say 21 years, with a renewal clause inserted, 
which gives the lessee the privilege of extending the lease 
under certain conditions. ‘The length of the lease will, of 
course, determine in part the rate at which the mortgage should 
be amortized. It has already been suggested that the entire 
loan should be paid off before the lease expires, if the mort- 
gagee is to be given adequate protection. 

While it is true that leasehold mortgages are less desirable 
than mortgages on property owned in fee, it should not be 
assumed that all leasehold mortgages are undesirable. Where 
the terms of the lease are equitable, where there is a large 
equity in the property following the leasehold mortgage, or 
where the property is apt to increase, rather than decrease, in 
value, the leasehold mortgage may be adequately secured and 
thus provide an excellent medium for investment. 

Bonds secured by real estate mortgages: the single mort- 
gage bond.—A logical development of real estate mortgage 
financing is the issuance of bonds secured by such mortgages. 
The reasons for such development are many. In the first 
place, it must be recognized that real estate mortgages, despite 
their inherent safety, have certain drawbacks. ‘They are not 
marketable in the accepted sense of the term, and, hence, lack 
liquidity. Furthermore, they involve loans of varying sums, 
which may or may not be convenient to the lender. There is 
also a substantial amount of detail involved in the actual han- 
dling of real estate mortgage investments. Finally, the growing 
size of loans necessary to finance large office buildings, apart- 
ment houses, and hotels has made it necessary to find some 
means of dividing up the loan. In order to offer investors the 
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advantages of real estate mortgage investments without their 
inherent disadvantages, companies have been formed which 
execute mortgages on real estate, deposit them with trustees, 
and issue bonds thereunder in much the same way that first 
mortgage bonds are issued by railroad, public utility, or indus- 
trial companies. The security behind these bonds consists of 
a first mortgage on one large building, yet the bonds may be 
issued in different denominations and with varying maturity 
dates, in order to meet the requirements of many different 
types of investors. 

Importance of accurate appraisals——In analyzing the in- 
vestment merit of bonds issued against the deposit of a single 
large mortgage, about the same matters should be considered 
as were suggested in connection with individual real estate 
mortgages. The matter of appraisal is of vital importance. 
It is usually impossible for the bondholder himself to make 
the appraisal. ‘This makes it necessary for him to rely on the 
judgment of one or more firms or individuals who specialize 
in this kind of work. It is customary for the firm which under- 
takes the sale of the bonds to have independent appraisals 
made by one or more responsible real estate or appraisal firms 
who are in a position to know property values in the neighbor- 
hood in which the building is located, as well as construction 
costs. A conservatively financed proposition will provide for 
a first mortgage bond issue not in excess of 60 per cent of 
the appraisal value of the property. It is likewise important 
to compare interest and amortization charges with estimated 
net rentals. Here one would expect net income to equal at 
least two times charges. The importance of earnings in rela- 
tion to charges is apparent, when one considers that, after all, 
it is the earning power of such property that determines its 
real value. If the property is unable to earn enough in the 
hands of its original owners to provide for interest and amorti- 
zation charges, it is unlikely that the situation can be materially 
improved under different ownership. If this is true, one may 
expect little or no relief from foreclosure proceedings i in case 
of default. 

Mortgages on large commercial buildings, elements of risk 
in bonds secured by.—In the case of large mortgages of this 
kind, there are elements of risk not found to the same extent 
in smaller mortgages on strictly residential property. In the 
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first place, the desirability of erecting an office building, a hotel, 
or other commercial building on a given site is a matter that 
can be predetermined only on the basis of rather accurate judg- 
ment. Regardless of the cost of the structure, therefore, it is 
necessary that the actual operation of the building prove its 
suitability to the site and bear out the estimates of its promoters 
by returning a satisfactory operating profit. Otherwise the 
mortgage bonds issued thereon can hardly be considered a satis- 
factory investment regardless of original costs. Furthermore, 
subsequent changes in the character of the business community 
may at any time reduce the earning power of the building and 
thus impair the bondholders’ equity. 

During recent years, there has been a tendency for specula- 
tive promoters to erect office and commercial buildings in the 
larger cities and to finance such operations by issuing first mort- 
gage bonds up to nearly 100 per cent of the original cost of 
the enterprise. Such bonds have been sold by houses interested 
in the immediate profits derived from their sale, rather than 
in the ultimate success of the enterprise. Of course, the ap- 
praisals submitted to the purchasers of the bonds are always 
higher than actual cost, since they are frequently based on 
anticipated rentals. The mere fact that the bond is labeled 
a ‘‘real estate” bond has facilitated its sale and has encouraged 
operations of this kind. It is, of course, rarely possible for 
the investor personally to check up the appraisal. For this 
reason, it is highly important for him to consider carefully 
the experience and qualifications of those sponsoring the enter- 
prise before purchasing bonds of this type. 

Bonds issued against leasehold mortgages.*°—Where the 
building itself is to be erected on leased land the proposition 
requires even closer scrutiny. The general characteristics 
of leasehold mortgages have already been discussed. It was 
seen that the first mortgage in such cases is in practice but 
little better than a second mortgage, in that all payments 
thereunder are subordinated to payments under the lease. 
The security which attaches to land in the case of mortgages 
on property owned in fee is substituted by the leasehold, which 
may prove of doubtful value. On the other hand, it should 
not be inferred that all leasehold mortgage bonds are poor. 





15 See “Leasehold Bonds and Foreclosure as a Protection,” by Irving Allen, 
Annalist, July 16, 1926, p. 76. 


584 INVESTMENT PRINCIPLES AND PRACTICES 


While they undoubtedly are inferior as a class to bonds se- 
cured by mortgages on property owned in fee, there may be 
adequate security behind the leaschold mortgage, especially 
where the leasehold itself has a value and extends over a sufh- 
cient period, and where the amount of the loan is conserva- 
tively limited. 

Provisions for early retirement, advantages of.—In order 
to overcome the greater risk found in the case of large mort- 
gages, it is the practice to insert in the mortgage indenture 
provisions calling for rather rapid amortization of the prin- 
cipal. This may be done either through annual payments into 
a sinking fund or by arranging for the issue to mature serially. 
The following chart will show the way in which this matter 
has been provided for in selected instances: 


PROVISIONS FOR AMORTIZATION FOUND IN INDENTURES SECUR- 
ING REAL ESTATE BONDS * 
Name of Issue Original Appraised 
and Maturity Amount Value Sinking Fund Provision 
Ambassador Hotel 
Corps) (NaeYs)i rst 
6’s due 1936...... $6,500,000 Unavailable Serial. Entire issue retired by 
maturity. 
American  Insur- 
ance Union Bldg. 
(Columbus, Ohio) 


6’s due 1941..... 3,800,000 $7,863,278 Partially serial. Sinking fund 

begins Oct. 1, 1928, 10% of an- 
Broadway Motors nual net earnings up to $250,000, 
Bldg. Corp. (Gen- 20% of excess. 


eral Motors Bldg., 
N. Y.) 6’s_ lease- 
hold bonds due 


Hebi taLO4 Seer 6,000,000 10,370,000 Monthly sinking fund. Starts 
Noy. 1, 1927, sufficient to retire 

Park Lane Corp. entire issue by maturity by pur- 

(N. Y.) 6%4’s, due chase or call. 

TOA Bt selec ante niente 1,750,000 3,901,000 Sinking fund. Begins June 1, 
1926, sufficient to retire entire 

Pennsylvania Op- issue by purchase or call at not 

erating Corp. exceeding 105. 


(Penn. Bldg., N. 

Y.) first fee sink- 

ing fund 6’s due 

May 1, 1939..... 4,000,000 Unavailable Annual sinking fund. Begins 
May 1, 1926, sufficient to retire 
$1,500,000 of bonds by maturity 
by purchase or call at not ex- 
ceeding redemption price. 


ption of most of the more important 
ents,” “Industrials,” 1927, p. 2823 ff. 


*The reader will find a more complete descri 
real estate bonds in Moody’s “Manual af tnvestm 
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The typical real estate bond secured by a single mortgage on 
a commercial building usually runs for not more than twenty 
years and, except where secured by property owned in fee, 
is protected by sinking fund or serial provisions that assume 
substantial retirement at maturity. 

Real estate bonds issued by mortgage companies.—Still 
another type of real estate bond is that issued by so-called 
mortgage companies. Real estate bonds issued by such com- 
panies differ materially from those secured by a mortgage on 
a single unit, in that the former are secured by the pledge of 
a number of smaller mortgages on residential or less preten- 
tious business properties, which have been acquired by the 
mortgage company and turned over to a trustee. That is, 
the mortgage company proceeds to lend money on such appli- 
cations as it receives in much the same way as the savings bank 
or the individual operator. As it uses up its available funds in 
this way, it turns a group of mortgages over to a trustee to 
be used as collateral against an issue of bonds. Such bonds, 
therefore, are secured by a diversified lot of first mortgages, 
which are owned by the mortgage company, but which are 
hypothecated with the trustee as security for the bond issue. 
The bonds, while secured by these mortgages, nevertheless, 
are obligations of the mortgage company. 

Diversity in underlying mortgages, advantages of.—The 
most obvious advantage of this type of bond is the fact that 
the underlying collateral is highly diversified, the amount in- 
volved in any one mortgage, therefore, being relatively 
small.*® A mistake in judgment or an occasional overappraisal 
is thus a relatively insignificant matter. Furthermore, such 
companies frequently operate in many different cities, even 
extending their operations over different states. In this way 
excellent geographical diversification is likewise secured. 
Some idea of the extent to which a geographical distribution 
of risk is effected by the larger mortgage companies may be 
had from the following table showing for the Mortgage Secu- 
rity Corporation of America the approximate amount of mort- 
gages originating in various states: 





16 The average amount loaned per mortgage by the Mortgage Security Cor- 
poration of America in 1925 was approximately $6,000, whereas real estate 
gold notes to the extent of $13,353,000 were outstanding December 31, 1925. 
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DISTRIBUTION OF MORTGAGES HELD BY MORTGAGE SECURITY 
CORPORATION OF AMERICA, MARCH 1, 1926 


Alabaman ts... 5-8 epee $91,300 Missouniatan, sees eee $140,000 
ATKansas ware meee ete 79,273 Montana ages. ook Seis 3,300 
Galiforniat 222s one eee 910,730 North Carolina. 7. oson-: 1,614,600 
Goloradosgieses sores ses = 97,700 ING Ww SV Orks Seto kts oky- beers 7,500 
District of Columbia...... 600,000 Ohiogst : Reeeisehl. we pede. 561,200 
BIGEIG a Gamcser ety ten ore eee 836,200 Oklahoma... sea iat 219,200 
(SOOT ag tetas is creie ee ete 1,018,400 OresOne Aci. meee tere were tate 34,100 
Dinos eee. e «02 eee 713,900 South’Carolinateen- 4 208 162,800 
Indian agentes cn, Atecreets 43,600 Tennessee Uiscelanyrs saute oh 862,000 
LOw awe aries © Sc ie ae 22,500 Wat eeshte UM on me eemGad ones 604,100 
Kennicky .. 10. a6 eee 435,300 Wests. Vircinige ss ee 3,671,800 
Minnesota a. 2. oe eee 1,814,700 Wrasconsin’ has tontissk er. 34,500 
Michigan. 2.5% «tenia sere 497,000 


Security to bondholders, how provided.—Another element 
of security found in the real estate bonds of such companies 
is the fact that the stockholders have their own investment in 
the business, which protects to some extent the position of the 
bondholder. The December 31, 1925, balance sheet of the 
Mortgage Security Corporation of America will serve as a 
basis for discussion. At this time the company carried its 
capital stock and surplus account at $2,241,656, while total 
bonds and notes outstanding amounted to slightly under $14,- 
000,000. A substantial number of defaults in underlying 
mortgages would have to occur in order to dissipate entirely 
this protecting equity. If the company restricts its loans to 
50 or 60 per cent of a conservative appraisal value of mort- 
gaged property it is unlikely that such wholesale defaults will 
occur.*" 

Guaranty by surety companies: customary forms.—A still 
further protection is often given the holders of such bonds in 
the form of a guaranty or an indorsement by a surety company. 
The National Surety Company and the Maryland Casualty 
Company, among others, have recently been active in this type 
of business. The additional guaranty of the surety company 
may be affected in one of two ways: either the company in- 
dorses and guarantees the payment of principal and interest 
when due on each underlying mortgage deposited with the 
trustee, or it guarantees the certificates as issued by the mort- 
gage company. The first plan has been adopted by the Mort- 


in mortgage loans in the locality in which they operate, which results in a 
certain concentration of risk. 


INVESTMENTS SECURED BY REAL ESTATE _ 587 


gage Company of Maryland. Here there is a provision in 
the indenture under which the bonds of the Mortgage Com- 
pany are issued providing that ‘‘there shall also be delivered 
to the trustee for each and every one of said mortgages, a 
Surety Bond of the Maryland Casualty Company in favor of 
the Trustee, guaranteeing the payment of both the principal 
and interest thereof; said Bonds shall be executed by the 
Company and the ...... as joint principals and shall be in 
substantially the following form.” %* We shall not recite here 
the full form of guaranty. It is sufficient to say that the Cas- 
ualty Company guarantees the full payment of principal and 
interest when due on each mortgage deposited with the trustee. 
In other words, the Casualty Company does not, in this case, 
guarantee the bonds of the mortgage company, but the col- 
lateral underlying such bonds. 

In the case of the Mortgage Security Corporation of Amer- 
ica the form of guaranty used is somewhat different. Here 
the National Surety Company places its unqualified guaranty 
on every insured mortgage certificate issued, in the following 
form: 


For VALUE RECEIVED, the undersigned Company hereby guarantees 
to the legal holder hereof the payment of this Certificate and also the 
payment of all interest payments due thereon as the same fall due, with- 
out necessity of recourse to the Trust Indenture securing this Certificate 
or to the primary obligor, upon condition that at the option of the under- 
signed it is to be allowed eighteen (18) months from the date when this 
Certificate becomes due within which to pay the principal amount, but 
with interest in the meantime semiannually at the rate named in this 
Certificate. 

This guaranty, made, executed and delivered by National Surety Com- 
pany at its home office, 115 Broadway, City, County and State of New 
York. 

In Witness WHEREOF, NATIONAL SURETY ComMPANyY has caused 
this guaranty to be signed in its name by a Vice President and its cor- 
porate seal to be hereunto affixed and duly attested, at the City of New 
York, State of New York, the ...... dayiole Gt 

NATIONAL SURETY COMPANY, 


Attest: 


Assistant Secretary Vice President 





18 Assignment and deed of trust, dated June 1, 1925 (securing an issue of 
first mortgage five and one-half per cent bonds, certificate series No. 4). 
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There is some question as to which of these two methods 
of guaranty offers the best protection to the security holder. 
In practice, there is probably little choice one way or the other. 
The form of guaranty used by the Mortgage Company of 
Maryland has the advantage of requiring the Casualty Com- 
pany to assume many small risks, as compared to one large 
risk, for a separate policy goes with each underlying mort- 
gage. Furthermore, this method undoubtedly keeps the insur- 
ance company in the closest touch with the type of mortgages 
assumed by the Mortgage Company. Any substantial number 
of defaults will immediately come to the attention of the 
Mortgage Company. The plan adopted by the Mortgage 
Security Corporation, while it appears to offer greater security, 
in that the certificate holder looks directly to the Surety Com- 
pany in case of default, nevertheless requires the Surety Com- 
pany to assume a large individual risk, and does not require, 
per se, any attention on its part until a default in the entire 
issue has occurred. The logic of the situation appears to 
favor the plan adopted by the former company. 

Sale of individual mortgages by mortgage companies.— 
There are a number of New York and New Jersey com- 
panies which issue certificates secured by real estate mortgages 
in much the same way as those issued by mortgage companies, 
and also sell guaranteed first mortgages. This practice is fol- 
lowed also by other mortgage houses operating in some of the 
larger cities, although not all such houses guarantee the mort- 
gages they sell. According to the plan adopted by companies 
doing this type of business first mortgages are acquired di- 
rectly from mortgagors, together with the customary mort- 
gagor’s note or bond, title policy, and fire policy. The com- 
pany generally, although not necessarily, searches the title and 
issues its own title policy. The mortgage is then assigned to 
the purchaser together with the mortgagor’s bond, and title 
policy, and the guaranty of the mortgage company in respect 
to both the principal and the interest of the mortgage. The 
fire policies are generally held by the company guaranteeing 
the mortgage. It is arranged that the payments due under 
the mortgage shall be made by the mortgagor to the company. 
The company, as payment for the guaranty, deducts one half 
of 1 per cent of all interest payments before turning the pro- 
ceeds over to the investor who has purchased the assigned 
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mortgage. The advantages of this method lie in the relief 
which the investor is afforded in the matter of detail. At 
the same time he has an actual individual mortgage, such as 
he would have had had he entered the mortgage market with 
his own funds. 

Value of real estate mortgage bonds, how determined.— 
It is impossible to say very much about the technique to be 
followed in testing the inherent soundness of the bonds of 
mortgage companies. Outside the obvious requirement that 
such companies should have a combined capital and surplus 
of about 10 per cent of bonds outstanding, but little can be 
determined from the balance sheet. The real test of the com- 
pany’s collaterally secured bonds lies in the type of underly- 
ing mortgage. If the mortgages are conservative and do not 
exceed 50 to 60 per cent of the real value of the mortgaged 
property then the bonds of the mortgage company must in- 
evitably represent the highest type of investment. In quest 
for more mortgages, and especially for rates of interest on 
underlying mortgages in excess of those which their own bonds 
bear, the mortgage company is constantly tempted to take 
mortgages that are not entirely desirable. It should be noted 
that the mortgage company must receive on its own loans from 
14 to I per cent over that paid on its bonds, in addition to 
the one half of 1 per cent which goes to the surety company 
for its guaranty. Behind a 6 per cent bond, therefore, one 
may rest assured that the underlying mortgage loans were 
placed at from 7 to 8 per cent. This means that the mort- 
gage company has been forced into newly developed areas or 
into loans not of the highest grade. What applies to the 6 
per cent bond applies with more force to the 614 or 7 per 
cent bond. With this in mind a careful check should be made 
of the character and the abilities of the men who are in 
charge of the mortgage company. One of the real advan- 
tages accruing from the guaranty of a casualty company is the 
assurance that it has given some attention, at least, to the 
type of mortgage taken by the mortgage company. 

Building or construction loans, nature of. —Building or con- 
struction loans, as the term implies, are loans undertaken for 
the construction of a new building. The customary plan of 
procedure here is for the owner of the building, or the bor- 
rower, to arrange with the lender for an agreed amount. A 
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mortgage is immediately placed on the premises to secure the 
advances to be made under the loan agreement. ‘The entire 
sum is not paid at once, but advances are made from time to 
time as construction progresses. Ordinarily three payments 
will be made, one when the frame is up and the roof on, the 
other when the rough plastering and plumbing are finished, 
and the third when the building is completed. “The amounts 
of these advances are so computed as to assure the lender that 
the borrower will have at all times a proper investment in the 
property. In order to make sure of this, payments may be 
based on architect’s or contractor’s certificates, which certifi- 
cates are based on an actual inspection of the property, and 
on vouchers shown for material and labor which have gone 
into construction. 

The best protection that can be given to the lender in con- 
struction loans is the existence of a contract calling for the 
construction of a building at a specified price, and under which 
the contractor agrees that, in return for the total payment, he 
will complete the undertaking in accordance with the plans 
and specifications. This assures the lender that the owner is 
in a position to make his investment in the undertaking and 
furnishes evidence as to the actual cost thereof. In arrange- 
ments of this kind it is necessary that the contractor furnish 
a bond for the performance of his contract. Thus are all 
parties concerned protected against any default on the part 
of the contractor arising through unforeseen difficulties, such 
as excessive costs, bankruptcy, and the like. 

Risks of mechanics’ liens, provisions against—The detail 
involved in handling construction loans is rather complex. 
The most important matter to be guarded against is the mat- 
ter of mechanics’ liens. Those who furnish materials and 
labor entering into the construction of a building are entitled 
to liens on the property to secure the payment of amounts 
due them. The legal status of such claims, especially their 
priority over mortgage liens, varies widely. In most states 
protection is afforded the mortgagee if his mortgage is re- 
corded before any work is done on the building. Where 
this is not done, however, it is important that no payments be 
made by the first mortgagee on construction loans until he 
obtains releases from contractors who have furnished mate- 
rials or labor. The technique involved here is complex, and, 
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where it can be arranged for a title company to handle pay- 
ments, it is better to do so. Otherwise construction loans are 
not entirely desirable for those lacking experience in construc- 
tion loan technique. 

Land trust certificates.—Another type of real estate invest- 
ment which has recently come into prominence is the land trust 
certificate.® ‘The legal structure on which this type of invest- 
ment is based is relatively simple. It is customary for the fee 
title to a given parcel of land to be leased for a long period. 
The legal title, subject to the lease, is then conveyed to a 
trustee under an indenture or deed of trust which states that 
the trustee shall hold such title for the benefit of certain cer- 
tificate holders. 

Under the trust agreement the equitable ownership of the 
land is divided into a number of equal parts and the trust 
certificate is issued showing the number of parts owned by 
the individual holder. The actual ownership of the land is, 
of course, subject to the right of the leaseholder, who con- 
tinues in possession so long as he pays the stipulated rent. 
In some cases there will be a term in the lease providing that 
the lessee may purchase the land outright at a price which will 
show a profit to the certificate holders. This feature has the 
advantage of avoiding an excessively long investment and at 
the same time provides opportunity for an additional profit. 

In case the lessee fails in any of the covenants of the lease, 
the equitable owners of the land, that is, the certificate hold- 
ers, may eject him and thus come into possession of what may 
prove to be a valuable piece of real estate, especially if it 
happens that the lessee has erected buildings on the leased 
land. From the certificate holders’ angle, therefore, it is de- 
sirable that some sort of development be undertaken on the 
land. It may, in fact, be made one of the conditions of the 
lease that, within a specified time, improvements shall be made. 
It will be noted here that the real danger in case of default 
falls on the first mortgage bondholders who have a leasehold 
mortgage on the improvements. ‘The position of the lessee, 
or certificate holders, in the case at hand, thus underlies that 


of the bondholder. 





19 See “The Land Trust Certificate—A New Development,” by Irving Allen, 
Annalist, August 6, 1926, p. 17%. 
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The question of appraisal is of course important in the case 
of land trust certificates, although the dangers of overap- 
praisal are somewhat limited by the presence of the lease. In 
fact, the dangers of overappraisal to the certificate holder are 
much less than in the case of the mortgage bonds. If the 
lessee has agreed to undertake the payment of an annual rental 
sufficient to provide a return of from 5 to 6 per cent on the 
certificates issued under the lease, and if he has proceeded to 
finance a structure on the land through the issue of leasehold 
bonds, it is at once apparent that the entire question of an 
appraised value for the land has been somewhat subordinated. 
A slight error in the direction of overappraisal is of course 
thrown over on the owners of the building or on those who 
hold the leasehold bonds. 

Perhaps the greatest danger to the holders of land trust 
certificates lies in the failure of the lessees to start the erection 
of buildings on the land within a reasonable period, as some- 
times provided in the lease, or in their failure to complete 
the project. This risk, however, can be partially eliminated 
by having the lessee deposit funds for the cost of construction 
with a trustee, such funds to be disbursed as the building is 
erected. Where this is not done, there is the possibility of 
the certificate holders finding themselves in possession of land 
with no immediate earnings. 

The land trust certificate,” although by no means a new 








20 During the year 1927 the following issues of land trust certificates at least 
deserve mention as indicating the growing interest in this type of investment. 
They will also serve to illustrate some of the features already discussed in a 
general way. 

1. Michigan Office and Theater Building—This building, which is located 
at the corner of Middle and Clifford streets and Bagley Ave., Detroit, Michigan, 
was financed in part by the issue of 4,500 equal undivided shares of ownership 
in the fee simple title to the land to be occupied by the building as well as 
certain adjoining land. ‘These certificates were sold at $1,000 each and were 
entitled to $55 interest per annum. ‘The total .rental under the lease executed 
between the trustee and the Detroit Metropolitan Company provided for 
the payment of all taxes and $247,500 annual rental. The land had an 
appraised value of $4,645,960. The land and buildings combined had an 
appraised value of $8,157,783. Net income available for ground rent charges 
under the lease was estimated at $468,519, against charges of $247,500. Cer- 
tificates were sold on a 514 per cent basis. Under the terms of the lease the 
lessee retained the option of purchasing the entire property by paying to the 
trustee an amount sufficient to retire the certificates at $1,040 if exercised by 
February 1, 1932; $1,030, if exercised by February 1, 1937; and thereafter 
$1.020, and accrued rental in each case. 
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type of investment, has never been widely utilized in this 
country. ‘The recent increase in land values, and the tendency 
to undertake promotions on long leaseholds, rather than on 
land purchased outright, however, suggest a wider use in 
years to come of land trust certificates as a means of financing 
the actual ownership of land. 


2. The Bankers Building of Chicago.—This building, which is to be located 
at the southwest corner of South Clark and West Adams streets, was financed 
in part by the issue of 5,000 land trust certificates representing 5,000 undivided 
parts of the equitable ownership of the premises. The land, consisting of 22,250 
square feet, had an appraised value of approximately $6,500,000. The annual 
rental under the lease was $275,000, which allows $55 per annum for each 
certificate holder. The lease further provided for erection of the Bankers 
building to be started within six months of sale of certificates and furnished 
according to specifications. 


A $5,000,000 issue or first mortgage leasehold bonds was put out that fol- 
lowed these certificates. The appraised value of the land and buildings upon 
completion was $13,622,262. It is apparent that the leasehold mortgage bonds 
in this case clearly occupied the position of a second mortgage, at least so far 
as the practical aspects of the situation were concerned. 


CHAPTER XXIII 


OBLIGATIONS OF THE UNITED STATES GOVERN- 
MENT AND INSTRUMENTALITIES THEREOF 


Government Obligations 


Government revenue, sources of.—The government derives 
its revenues largely from taxes on the incomes of individuals 
or corporations; special taxes, such as duties levied on im- 
ports; excise taxes on the sale of certain kinds of commodities; 
fees and fines; revenues from the operation of government 
undertakings, such as the post office; and borrowing. 

It is true that what is borrowed ultimately must be paid 
back, at least, that is the original intention, except in the case 
of permanent loans, such as those represented by English con- 
sols and French rentes. Ultimately, therefore, taxes or other 
sources of revenue must be sufficiently increased to take care 
of interest payments and the principal of government loans. 
If borrowing is not a permanent source of revenue, it is logical 
to raise the question as to why it is used in the first place. 
There are several answers to this question depending on the 
condition surrounding the loan. The first borrowing opera- 
tions to be considered are those conducted during times of 
great stress, such as a war. Expenditures at such times are 
abnormally large—far beyond current revenues. It may be 
more equitable to borrow a part of the necessary funds rather 
than to impose confiscatory taxes and cause undue financial 
strain. In this way costs are spread over a future period and 
absorbed gradually. Another logical use of government bor- 
rowing is for purposes of constructing permanent improve- 
ments. It is expected that future generations will receive at 
least part of the benefit of such improvements and they may 
justly be expected to pay in part for them. Through borrow- 
ing operations the cost of these improvements is thus spread 
over a term of years and met as the bonds fall due. Further- 
more, if such improvements enhance the wealth of the com- 
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munity, as roads and schools do, the additional taxes may 
constitute no real burden. A still third occasion for borrow- 
ing may arise when improvements are built that are expected 
to be self-supporting, such as the Panama Canal. Finally, 
borrowing in anticipation of current taxes by means of short 
term notes is a means of spreading government income equally 
over the entire year. 

Public borrowing, history of.—Public borrowing is by no 
means confined to the present generation. As far back as 
the Middle Ages the Italian cities are recorded as floating 
public loans, while borrowing by English kings was common 
before the fourteenth century. Such uncertainty surrounded 
early government borrowing that loans of this nature were 
often considered as forced loans. Thus, in England under 
Edward IV and the Tudors, the exaction of compulsory loans 
from wealthy subjects became a frequent and almost regular 
expedient of the Crown. Under Henry VIII Parliament was 
twice called upon, in 1529 and 1544, to convert the public 
loans outstanding into benevolences by formally releasing the 
king from the obligation of payment. During Elizabeth’s 
reign, however, the public debts were paid more promptly, 
and, after the passing of the Tudors, public credit was gradu- 
ally improved. 

Early debt history of United States—The history of our 
national debt since 1789 has been singular, in that this country 
has never permanently defaulted in the payment of interest or 
principal of any of its debt. The Treasury Department, 
created in 1789, faced a national debt of $52,788,222, to 
which should be added the debts of the several states, amount- 
ing in all to about $25,000,000.. This total appears small 





1The indebtedness of the United States, on January 1, 1789, including 
arrearage in interest, was: 


Principalbofmtoreiens lOanseceacc 2. ws lactose rs ke ete) o's $10,098,706.02 
Due) France for militarypsuppliess. cise sists 212 «.- 24,332.86 
AireansyOLeintenestitOmp ali leak 790 cies oasis) elclaros ole 1,760,277.08 
DWebtadiestoneronmotnce terete erin: cilteet tercie eto soi 186,988.78 
(ATKeAaTSEOrp interests tOm alan ty mT 7.00. se rye cteke cine. Teles 11,219.32 
Principal vofadomestic debt ((est.)) <.5- a -1je 0 eet 28,858,180.65 
Arrearsvoreanterest: to) Jiaisnr; 11790. cecil oie sieueie uel 11,398,621.80 
Arrears and claims (subsequently discharged)...... 450,395.52 

4 Ree Pe 3 Sault Bb OO DOp BRO Oe Gar oon S case aerrocc $52,788,722.03 


(Taken from Raymond, W. L., “American and Foreign Investment Bonds,” 
p. 42, 1916, Houghton Mifflin Co., Boston.) 
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to-day, but it was a large sum for that generation. In 1803 
a subsequent loan of $11,250,000 was floated to finance the 
Louisiana Purchase, yet, by 1812, the total national debt had 
been reduced to around $45,000,000. Despite the fact that 
the war with Great Britain, which lasted from 1812 to 1816, 
resulted in an increase in total debt to $127,000,000, this en- 
tire amount was paid off by 1835.2. The net indebtedness 
created by the Mexican War (1846-1848) was $49,000,000. 
These loans, bearing 6 per cent interest, were floated at par 
or better. On July 1, 1851, the debt stood at $68,304,796, 
whereas by 1857 the net debt had been reduced to $9,998,622. 
Increased borrowings were occasioned by the panic of 1857, 
with the result that the debt increased to $59,964,402, on July 
I5nt S605 

Debt history, from Civil War to World War.—The Civil 
War, with its extraordinary requirements, brought the amount 
of interest bearing debt up to $2,322,116,330, at the end of 
the fiscal year 1866.* At the end of the war a large part of 
this debt was in the form of short term paper which was 
overdue. In fact, less than one half of the existing debt was 
actually funded, while such part of it as was funded consisted 
of a variety of issues, each bearing a different rate of interest 
and each surrounded by complicated terms and conditions as 
to duration, option, conversion, extension, and renewal.’ Upon 
assuming the office of Secretary of the Treasury in March, 
1869, G. S. Boutwell proceeded with a comprehensive plan 
of refunding and consolidating the then complicated debt 
structure of the government and of reducing interest charges. 
This was accomplished under the Refunding Acts of 1870, 
1871, 1873, and 1875. Considerable difficulty was experi- 
enced in marketing the first issues brought out under these 
acts, because interest and principal were payable in “‘coin.”’ In 
view of the growing movement toward inflation just prior to 
this time, it was thought that the term might be interpreted 
to mean paper currency. With the passage of the Resumption 








2Except for a small balance of $328,582, which remained unpaid because 
payment had not been demanded. 

3 Financial Review (1915), p. 90. 

4 Annual Report of the Secretary of the Treasury on the State of the Finances 
for the Fiscal Year ended June 30, 1927, p. 514. 

5 Dewey, D. R., “Financial History of the United States” (sth ed.), p. 331ff., 
Longmans, Green & Co., New York. 
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Act in 1875 and settlement of the question of tax elimination, 
however, the national credit greatly improved. The quota- 
tions on all national issues advanced rapidly thereafter, thus 
resulting in a substantial profit to the holders thereof. <A 
large portion of the Civil War debt was reduced in the fifteen 
years following 1875 so that by 1890 the total interest bear- 
ing debt stood at only slightly over $700,000,000.6 The 
unfortunate experiences which the Treasury met in the matter 
of gold withdrawals during the go’s required additional bor- 
rowing. The Spanish-American War brought a further in- 
crease in national debt, with the result that the total interest 
bearing debt on June 30, 1899, amounted to $1,046,048,750.” 

The construction of the Panama Canal was partly financed 
by bond issues. The Acts of June 28, 1902, and December 
21, 1905, provided for an issue not to exceed $130,000,000 
2 per cent bonds to mature in thirty years, but callable in ten. 
Of this amount $84,631,980 were actually issued at two differ- 
ent times at prices averaging 103.513 and 102.436. In 1909, 
1910, and 1911 acts were passed providing for an issue of 
$290,569,000 3 per cent bonds, maturing in 1961. Only 
$50,000,000 of bonds were issued under these acts at an aver- 
age price of 102.582. These bonds, however, were not 
eligible as security for national bank notes. 

Government bonds, prices of —The prices of government 
bonds from 1863 to 1913 were influenced by our national 
banking laws. For many years prior to the European War 
the securities of our national government sold at prices so high 
that their yield to the ordinary investor was unsatisfactory. 
This was not true during the very early period in our national 
history, when the question of state rights was being settled 
and when the ultimate fate of our central government was 
not assured, nor during the trying period of the Civil War. 
Indeed, during the War of 1812, United States bonds were 
issued on a basis of from 7 to 8% per cent, while during the 
Civil War they sold on a basis as high as 12 per cent.® 





6 Annual Report of the Secretary of the Treasury on the State of the Finances 
for Fiscal Year ended June 30, 1927, p. 514. 

TIbid. See note on p. 599, for prices of government bonds from 1873 to 1912. 

8Ibid., June 30, 1927, p. 505. 

9 The reasons for such high rates of interest on government bonds during 
the Civil War lay partly in the uncertainty regarding the outcome of the war 
and partly in the depreciation that took place in the greenback currency which 


5098 INVESTMENT PRINCIPLES AND PRACTICES 


The passage of the various acts, during and shortly after 
the Civil War, designed to create a national currency secured 
by a pledge of United States bonds (commonly referred to as 
the National Bank Acts), the successful termination of the 
struggle for national supremacy, and the passage of the Re- 
sumption Act in 1875 had the effect of raising the price of 
government bonds and reducing their yields. Indeed, it is 
necessary, in order to explain the extremely low yields on 
which government bonds have averaged to sell, especially since 
1875, to understand in some detail the national banking sys- 
tem in effect prior to the date when the present Federal Re- 
serve System became operative. 

The original act, designed to create a national currency se- 
cured by the pledge of government bonds, was approved 
February 25, 1863. This act, as amended in 1864, provided 
for the issue by national banks of not over $300,000,000 of 
circulating notes to be secured by United States bonds de- 
posited with the Treasurer of the United States.*° 








was issued at that time. All banks, and the government itself, temporarily 
suspended specie payments. Large issues of inconvertible paper money caused 
depreciation in terms of gold. ‘The prices of government bonds, the purchase 
of which then involved the chance of ultimate payment in paper currency, 
likewise declined to low points. The following prices of United States 6 per 
cent bonds, due in 1881, may be of interest in this connection. (See “American 
and Foreign Investment Bonds,” Raymond, W: L., p. 46, 1916, Houghton Mifflin 
Co., Boston.) 
PRICES OF U. S. 6’s, 1881 


Year Low High 
SiGe (OMAK OF WED) oS acangssnoes4 84¥4 (April) 94 (April) 
USOT notes cere a tes chy ett te eas erent 83 (June) 9534 (October) 
TSO 28 Sas es cchan a ees Eee ad A 87% (January) 107% (June) 
TL gC Ee OS IME SDS EEG Stare ined os 9134 (January) 11034 (October) 
EH Leper genie ore ree fe ene ches, Se rydbe 102. (July) 118 = (April) 
TOG asec ein A aribg cto meee 10344 (March) 11234 (January) 


10 See 12 Statutes at Large, 665, and 13 Statutes at Large, 99. An Act to provide 
a National Currency, secured by a Pledge of United States Bonds and to provide 
for the Circulation and Redemption thereof. ; 

“Section 16. And be it further enacted, That every association, after having 
complied with the provisions of this act ... and before it shall be authorized to 
commence business, shall transfer and deliver to the Treasurer of the United 
States any United States registered bonds bearing interest to an amount not 
less than thirty thousand dollars nor less than one third of its capital stock 
paid in, which bonds shall be deposited with the Treasurer of the United 
States, .. .” 

“Section 21. And be it further enacted, That upon the transfer and delivery 
of bonds to the Treasurer, as provided in the foregoing section, the association 
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The act was further amended in 1865 by placing a prohibitive 
tax on notes issued by state banks with the result that such 
notes were driven from circulation. The effect of this legis- 
lation was to create a demand for United States bonds among 
national banks to be used as the basis of issuing bank notes, 
and to raise the market price of such bonds. Although modi- 
fications were made from time to time in these acts, our system 
of bank note issue prior to 1914 was based on the deposit of 
government bonds with the Treasurer of the United States. 
The prices of government bonds, prior to 1913, therefore, 
were determined largely by the profits that could be made by 
banks through putting bank notes into circulation and not 
directly by money conditions or the state of government 
credit.” With the growing need for bank notes as a circulat- 
ing medium and the reduction in national debt after the Civil 
War, it is not surprising to find that certain government issues 
advanced so rapidly in price that by 1876 they sold on a yield 
basis 01 15 3 ber cent *) bor. many iyears-priom to/1913 
government bonds consistently sold at prices substantially . 
above those of other high grade securities. The following 








making the same shall be entitled to receive from the comptroller of the cur- 
rency circulating notes—equal in amount to ninety per centum of the current 
market value of the United States bonds so transferred and delivered, but not 
exceeding ninety per centum of the amount of said bonds at the par value 
thereof, if bearing interest at a rate not less than five per centum per 
annum... .” 

“Section 22. And be it further enacted, That the entire amount of notes for 
circulation to be issued under this act shall not exceed three hundred millions 
of dollars.” 

Subsequent amendments increased the amount of such notes that might be 
put into circulation. 

11 See 13 Statutes at Large, 469. Section 6. “And be it further enacted, That 
every national banking association, State bank, or state banking association, 
shall pay a tax of ten per centum on the amount of notes of any state bank 
or state banking association, paid out by them after the first day of July, 
eighteen hundred and sixty-five.” 

12 All issues of United States bonds were available as security for note issue 
under the old banking system except the Panama 3’s of 1961. 

13 Raymond, W. L., “United States and Foreign Government Bonds,” p. 77, 
1916, Houghton Mifflin Co., Boston. 


PRICES OF GOVERNMENT BONDS 1873-1912 
(Yield Basis) 


Security Period High Date Low Date 

6% 1881 1873-1882 1.53% June 16, 1876 4.50% October 17, 1873 
4 1907 1883-1892 2.08 March 29, 1889 2.94 June 23, 1884 

4 1907 1893-1902 1.58 March 14, 1902 3.39 August 7, 1896 


4 1925 1903-1912 1.93 October 13, 1905 2.80 June 15, I9Io 
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table will indicate the relative yield on government securities 
as compared to the yield of high grade railroad bonds and 
commercial paper rates for the period from 1890 to 1909.” 
RATES OF INTEREST ON BONDS AND COMMERCIAL PAPER, IN 
NEW YORK 
(By Years, 1890 to 1909) 


Average 

Ua SamAes of x10 4 to 6 
Year of 1907 Railroad Months 
and 1925 Bonds Paper 

T3090. eH eon e rr 2.43 4.72 6.89 
DS ON seers cyantebersteteconeias 2.65 4.85 6.50 
Oo ning oA GoOmGAe eb 2.80 4.64 5-38 
eX IChs clog Och cro AO OOe 3.04 4-75 7.62 
VL ap oes HCG COMO Bb 2.79 4.59 5.22 
AS sche OOM aed omtran 2.89 4.48 So/3 
VSO Orica raats 3.14 4.54 7.02 
ACs tcuc word O Mae D DIC 2.73 4.38 4.72 
TSO Stree rnemteetn ters 2.69 4.21 5.31 
Dade Meroing mane Gera Obs Fee 2.47 3.96 5-48 
TOOOR eterno: 2.18 3-95 5-71 
HOV} by sonqunnoA Go etod 1.97 3-79 5-41 
VCORE Bors md GOCiG Bae ot 1.98 aa f 5°75 
rOOL Ed Gio MOA IO GOS 1.99 3.96 6.21 
TOOA Acie wleter crater 2.09 3.92 5.13 
Oc OOO OF py 0 OG 2.00 3.82 5.17 
LOQOG i sestetorcueiats eeatsttars 2.04 3.94 6.24 
TOO72 sereins eistele tere stele 2.18 4.22 6.55 
MOOS. atethat ene eratsiststeiets 2.44 4.16 4.95 
EQOO ls lexsele slater sre cetaters 2.52 4.00 4.67 


Federal Reserve System, effect of, on market for govern- 
ment bonds.—In 1914 the Federal Reserve System was cre- 
ated to take the place of the old National Banking System. 
Under the new system, government bonds are no longer re- 
quired as security for Federal Reserve Notes, or Federal Re- 
serve Bank Notes. The Federal Reserve Act, however, did 
not at once do away with the old system of note issue, with 
the result that bonds outstanding prior to 1914, except the 
Panama 3's of 1961, still enjoy a special market. On the 
other hand, all government issues brought out subsequent to 
1914 sell on the basis of their intrinsic merits as high grade 
investments and such tax exempt features as they enjoy, and 
prices are not affected by an artificially created market. 

Furthermore, the Federal Reserve Act of.1913 authorized 
the Federal Reserve banks to purchase not to exceed $25,- 





14 Mitchell, W. C., “Rates of Interest and the Prices of Investment Securities,” 
1890-1909, Journal of Political Economy, April, 1911, pp. 269-308. 
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000,000 par value of bonds each year from national banks 
upon approval of the Federal Reserve Board. However, if 
the national banks prefer to continue the circulation privilege 
and not to sell their bonds they may do so. If the Federal 
Reserve banks do not issue circulating notes against the bonds 
purchased from national banks they may exchange 50 per cent 
of the amount of bonds so purchased for 30 year, 3 per cent 
bonds, and 50 per cent for one year, 3 per cent notes. 

Government borrowing during the Great War.—In 1917, 
the United States, after a long period of debt reduction, 
entered upon a new era of financing. The prosecution of the 
War with Germany required expenditures on a scale of un- 
paralleled magnitude. At the outbreak of the War it was 
generally felt that at least one-half the cost of the War should 
be financed by taxation, and to this end War taxes were put 
into effect which greatly increased government revenues from 
that source. Nevertheless, it was necessary to raise unprece- 
dented amounts by the issue of bonds. The act of April 24, 
1917, conferred authority on the Secretary of the Treasury to 
issue $5,000,000,000 long term nontaxable bonds at not to 
exceed 3% per cent interest. The total amount of bonds 
issued under this act was $1,989,455,550. This issue of 
bonds, which was dated June 15, 1917, was known as the First 
Liberty Loan. The act of September 24, 1917, with its 
numerous later amendments, was the authority for all subse- 
quent War borrowing. The long term bonds issued consisted 
of the First, Second, Third, and Fourth Liberty Loans. Con- 
version of the First Liberty Loan bonds into bonds bearing 4 
per cent and 4% per cent interest, but not wholly tax exempt, 
was authorized, as was the conversion of the 4 per cent Second 
Liberty Loan Bonds into 4% per cent bonds. The Third and 
Fourth Liberty Loans were originally issued to bear 41% per 
cents 

The remaining War borrowing was accomplished by issues 
of short term securities, primarily certificates of indebtedness 
and the Victory Notes.*® The table on the next page shows the 





15 For detailed descriptions of the various Liberty Loan issues and of the 
short term obligations issued during the War, see the Annual Reports of the 
Secretary of the Treasury on the State of the Finances, and the Commercial and 
Financial Chronicle, “State and Municipal Compendiums.” 

16 Although the Victory Notes were not issued until several months after the 
signing of the Armistice, they are considered as war borrowing, both because 
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amounts of each of the most important government loans out- 
standing at the ends of the fiscal years, 1917 to 1927..™ 

Clearly the debt of the United States increased rapidly both 
in size and complexity from the outbreak of the War until 
1919. The peak was reached in August, 1919, when the total 
interest bearing debt amounted approximately to $26,349,- 
000,000. Thus, over $25,000,000,000 was added to the 
national debt in about two and a half years. 

Post War financial operations.—Since August, 1919, there 
has been a continuous reduction in the debt of the United 
States, although it is still far above the pre-war level. On 
October 31, 1927, the total interest bearing debt stood at 
$18,112,558,235.90."" This represents a reduction of slightly 
over $8,000,000,000 since August 31, 1919. ‘The table shown 
on p. 602 indicates that between the fiscal years 1919 and 1927 
the amount of Liberty Bonds outstanding was reduced about 
$4,500,000,000, and the amount of short term debt was re- 
duced about $5,000,000,000, while nearly $3,000,000,000 
worth of Treasury bonds were issued. The Treasury bonds 
are long term bonds bearing lower rates of interest than the 
Liberty bonds and Victory notes, and were issued for refund- 
ing purposes. The reduction of the long term debt was accom- 
plished almost entirely through the gradual retirement of the 
Second and Third Liberty Loans. The entire Second Liberty 
Loan was called for redemption on November 15, 1927, while 
the Third Liberty Loan is due on September 15, 1928. The 
retirement of the Victory notes accounts primarily for the 
reduction in the short term debt.** 

Tax exempt features of various War issues.—Of all the 
issues floated during the War period only two were entirely 
exempt from income taxes. The First 314’s, as the first bonds 
issued under the April 24, 1917, act are called, are ‘‘exempt 
the highest peak of war time indebtedness was reached. 

16" Annual Report of the Secretary of the Treasury on the State of the Finances 
for Fiscal Year ended June 30, 1927, pp. 523-526. 

17 United States Treasury Department, Monthly Debt Statement, October 31, 
1927. 
a8 For detailed descriptions of the refunding and retiring of the debt since 
1919 and for statements of the present outstanding issues, see the Annual Reports 
of the Secretary of the Treasury, and the Commercial and Financial Chronicle, 


“State and Municipal Compendiums.” For statements of outstanding issues see 
also the Monthly Debt Statement of the Treasury Department. 
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both as to principal and interest, from all taxation, except 
estate or inheritance taxes, imposed by authority of the United 
States or its possessions or by the state or local taxing author- 
ity.” The 334 per cent Victory notes were likewise exempt 
from all income taxes. All other issues enjoyed only partial 
exemption. The interest on all other issues is exempt from 
the income tax in the case of persons whose principal total 
holdings are not in excess of $5,000. 

The further exemption provisions applying to the different 
bonds are very complex. The amount of exemption varies 
with the issue and within the issue in the case of the convert- 
ible issues, and also varies with the amount held by the tax- 
payer and with the length of time since the conclusion of the 
War. The case of each taxpayer, therefore, requires separate 
investigation.*® 

Price history of War loans.—It hardly seems necessary to 
trace in detail recent fluctuations in the prices of government 
bonds. The principal War issues were all brought out at par 
and were largely oversubscribed. Popular enthusiasm and 
patriotism led to a wide participation in these loans. Further- 
more, up to go per cent, at least, of the face value of bonds 
purchased could be borrowed from many commercial banks, 
which, in turn, were able to rediscount customers’ paper se- 
cured by such bonds with the Federal Reserve banks, if mem- 
bers of the system. Interest rates were purposely kept low in 
order to facilitate such financing. After the War, however, 
artificial support was withdrawn from the money market and 
interest rates advanced sharply to between 8 and g per cent 
on commercial loans in 1920. Asa result many weak holders 
disposed of their Liberty bonds and the quotations on all 
issues dropped to low levels in accordance with the working 
of the economic laws that cause bond prices to vary inversely 
with money rates. The lowest prices for all issues were 
reached in May, 1920, and were as follows: 


Liberty:414's goto ais esc cei ioe ser $89.00 
First Diberty 47s wate. neers niocee ever ier 83.00 
Seconds Wibertyeasseenie. eee eee 81.40 
Birsts liberty. 40/es raters fase 84.00 
First Second Liberty 414’s............ 86.00 








19 For details see the Revenue Acts of the United States, and also the 
Commercial and Financial Chronicle, “State and Municipal Compendiums.” 
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Secondepliibertysraty skies tienes ce $1.00 
hind Wibentye auaisa cacao esaio 85.80 
Rounth el ibentys 4 Sara ciiysite ics cree! 82.00 
Wictoryegia'S since sen ae SAE Ib 94.60 
WietoryertSaisiiandoat: trilnsh ae miaerutisss 94.70 


The various discrepancies in price are accounted for by 
differences in tax exempt features, maturity dates, and coupon 
yields. As interest rates began to decline, however, all these 
issues advanced rapidly in price and at the close of the year 
1927 were selling near their high points since the War.” 

Basis of government credit——Government bonds, as dis- 
tinct from bonds of private corporations, represent loans which 
the legally constituted authorities of the government covenant 
and promise to pay on specified conditions. Contracts of this 
nature which are entered into between sovereign powers and 
private individuals differ in fundamental respects from con- 
tracts between individuals. In case of failure on the part of a 
participant in a private contract to live up to the terms thereof, 
the remaining parties have the right to apply to the courts for 
satisfaction. [he court, if it appears that the other parties 
to the contract have been injured by the acts or omissions of 
the party breaking the contract, will afford relief against such 
a party by giving a judgment against the defendant and in 
favor of the plaintiff. Thus, when a private individual con- 
tracts to pay interest and principal on a loan and fails to do 
so, the lender may take the action to court and get a judgment 
against the borrower. This judgment gives the borrower the 
right to attach all the property of the lender located within the 
court’s jurisdiction. In the case of contracts with a sovereign 








20 HIGH AND LOW PRICES FOR LIBERTY BONDS, JAN. 1, TO 


DECi932;, 3927 
Issue Low High 
First Liberty Loan 
Bi/21S) OL 193 2-194 7 eae siielya dallas 100 23/32 102 14/32 
Convara er Of 2932—194 7a sie 100 17/32 102 
Cony. 414’s of 1932-1947.......... 102 28/32 103 


and Conv. 4%4’s of 1932-1947...... 
Third Liberty Loan 


YS OF TIP. ve deoaonaccduees dene 100 19/32 IOI 24/32 
Fourth Liberty Loan 


PRYES OE UGK Oo ook 3 ogo peau. . 103 13/32 104 12/32 
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power, such as the United States, or any of the states of the 
Union, or a foreign state, the right of an individual to sue 
is lacking. It is beyond the power of any individual to bring 
ordinary legal compulsion to bear against an unwilling debtor, 
if the debtor be a sovereign government. ‘This does not mean 
that one of the United States may not sue another state, for 
it is expressly provided in our Constitution that, each state 
being a sovereign power and on equal footing with every other 
state, one state may sue another in the courts of the United 
States. Nor must our previous statement be taken to exclude 
‘collection by warship.” It is possible for the citizens of one 
country to induce the government to dispatch military or 
naval forces to collect debts owed by another nation. Such 
action is quite distinct from the ordinary legal steps taken in 
the collection of private debts. 

It is also true that, ordinarily, there is no specific security 
behind government bonds. In the case of bonds issued by 
some of the weaker foreign powers, there is sometimes a 
pledge of certain sources of revenue for the payment of prin- 
cipal and interest, such as customs duties, profits, or royalties 
from domestic monopolies, and the like; but this is entirely 
different from the pledge of property under a mortgage. 
After all, if the borrowing power decided subsequently to se- 
quester such sources of revenue by force it might do so and 
the creditors would be powerless to object, unless the assets 
were in the custody of the creditor nation, or unless force was 
brought to bear by the creditors’ government. 

Security behind government bonds.—In view, therefore, of 
the very weak legal position of the holder of government 
bonds, it is customary to attribute a large part of their invest- 
ment value to the willingness of the sovereign power to pay. 
Its good faith is, indeed, a factor of the utmost importance. 
It is not advisable, however, entirely to overlook the ability 
of the borrowing power to pay, for, after all, the degree of 
willingness may depend in a measure on the ease with which 
payments can be made. A study of defaults in government 
obligations will almost invariably show that the default was 
really the result of the inability of the government to meet 
its obligations without the levying of very-heavy taxes and 
with consequent hardship to its citizens. Few politicians and 
few statesmen have tke necessary courage to urge the passage 
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of tax laws that are onerous. The investor, therefore, in con- 
sidering government bonds, must consider the reputation of 
the government over a long period for the prompt fulfillment 
of its promises, as well as the relation of the total debt of 
the issuing power to its revenues, its wealth, and its income. 

United States bonds amply secured.—Bonds of the United 
States are in no different legal position from those of any 
other sovereign power. ‘Their safety depends on the willing- 
ness of the people, as expressed through our national govern- 
ment, to meet their national obligations, and upon the ability of 
the nation to pay. In view of the enviable record of this 
country in meeting its obligations, and, in view, especially of 
the great wealth and prosperity now enjoyed by its people, it is 
unnecessary to go into an elaborate financial analysis of United 
States bonds.”* 


Government Instrumentalities: Federal Farm Loan Bonds 


Rural credit system, factors leading up to.—Prior to the 
year 1916 there was general complaint in farming sections 
that, under the existing banking system, facilities for financing 
agricultural requirements were grossly inadequate. For many 
years the principal sources of funds for long term mortgage 
loans on farm properties were eastern banks, insurance compa- 
nies, and large investors who either made such loans direct or 
through various mortgage houses which would take mortgages 
in the first instance and resell them later. ‘The prevailing rates 
of interest charged on farm loans were high, frequently running 
to 8 per cent, in addition to which various fees and bonuses 
were required. Not infrequently the effective rate of interest 
which the farmer actually paid for his loan exceeded 10 per 
cent. 

Increasing needs for agricultural credits—On the other 
hand, the need for agricultural credit had increased rapidly 
within the past several decades. Until the end of the last 
century new farming territory had been continually opened 
up under homestead grants, and free land had been made 
available to pioneer settlers in western states. Land values 
were low and farming was conducted with a relatively small 





21JTn the chapter on Foreign Investments, the reader will find a statistical com- 
parison of the more important countries of the world in respect to wealth, debt, 
income, and population. 
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amount of machinery. After the opening of the present cen- 
tury, however, conditions changed. Not only did land values 
increase greatly, but improved methods of cultivation required 
the general use of expensive farm equipment and machinery. 
The following report, based on the census of 1920, shows the 
extent to which this tendency has developed during recent 








years: 

AVERAGE VALUE IN DOLLARS PER ACRE FOR ALL FARM LANDS 
Year 1880 1890 1900 1910 1920 

Land and Buildings............ $19.02 $21.31 $19.8x $39.60 $69.38 

Implements and Machinery..... -76 79 89 1.44 3.76 

LN Gre @ Waren. da dnndd0s o anno 2.94 3.70 3.67 5.60 8.38 

















$22.72 $25.80 $24.37 $46.64 $81.52 

As one might expect, the amount of capital required by 

farmers, most of which had been obtained by mortgage loans, 

likewise increased. The extent of the increase in the farm 

mortgage debt is likewise interesting. The following data aré 

available from the United States census and cover only such 
farms as are operated by their owners: 





Year 1890 1910 1920 
WMortearen Debt seriitrra te $1,085,995,960 $1,726,172,851 $4,003,767,192 
Average Debt per Farm...... 1,224 1,715 3,356 


It is interesting to note that there has been a rapid increase 
in the value per acre of farm lands as well as in the average 
debt per farm during the past thirty years, the latter figure in- 
creasing nearly threefold. 

In addition to the increasing requirements of the farmer 
for funds to be used for permanent investment, his demand 
for funds to meet current operations, such as the growing and 
financing of crops until sold, the growing and marketing of 
cattle, wool raising, and the like, have also increased. 

Relief to farmers, necessity for—The Federal Reserve 
System, which was inaugurated in 1914, greatly improved the 
entire commercial banking structure of the country and aug- 
mented, if anything, the funds available for financing the 
current operations of concerns and individuals engaged in in- 
dustrial or commercial undertakings. On the other hand, the 
rapid development of investment banking during the years 
from 1890 to 1920 had likewise provided adequate means for 
legitimately financing the long term requirements of such con- 
cerns. Urban real estate was also adequately provided for 
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through the growth in savings and codperative banks which 
specialize in loans on improved city real estate. In the face 
of these developments, no corresponding improvements had 
taken place in farm credits. The farmer had to rely on his 
old sources for long term borrowing, that is, the eastern cap- 
italist, the insurance company, or the mortgage company, 
while short term financing had to be provided for as well as 
possible by a banking system which was designed for indus- 
trial and commercial loans and not for the discount of agri- 
cultural paper. 

It is also significant that the Federal Reserve Act, as 
originally passed, did little, if anything, toward helping the 
farmer in financing either current or long term operations. A 
study of the discount privileges of member banks will show, 
for example, that the paper eligible for rediscount could not 
run beyond go days, although later a certain amount of 
agricultural paper not exceeding 9 months might be redis- 
counted. It is true that good practice requires a commercial 
bank to restrict its business largely to short term loans, that 
is, to loans running from thirty days to four months, and 
that only a relatively small portion of its loans be for six 
months. ‘This requirement arises partly from the nature of 
the banking business and partly from the purposes for which 
current borrowing is ordinarily undertaken by business enter- 
prises. The main assets of a commercial bank consist of loans 
and discounts, whereas its principal obligations consist of de- 
mand deposits. It would be out of the question for a com- 
mercial bank to engage extensively in long term financing for 
its customers, while obligating itself to pay out deposits on 
demand. Furthermore, the normal transaction which the com- 
mercial bank undertakes to finance is one which is consum- 
mated within six months at the most. Commercial loans are 
made to finance the purchase of current inventories, the ex- 
tension of seasonal production, or customers’ purchases; and 
the borrower, in each instance, should have liquidated the in- 
ventory, the seasonal increase in production, or his accounts 
receivable within a six months’ period. For long term 
financing the business concern should look to the investment 
banker who obtains funds by the sale of stocks, bonds, or 
notes. 

The farmer, on the other hand, engages in such current 
operations as planting, growing, and harvesting a crop, which 
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require from six months to a year, the raising of a herd of 
cattle for the market, which requires from one to three years, 
or the raising of sheep, whose wool is clipped once a year. 
In other words, so-called ‘‘current’’ operations of the farmer 
are spread over a much longer time than are the current opera- 
tions of a merchant or a manufacturer, and, consequently, 
require longer loans, which, in turn, require banking facilities 
not offered by the ordinary commercial bank. 

In view of these facts, it is not strange that the agricultural 
interests of the country should urge the passage of legislation 
to facilitate such financing as they require; and, when one con- 
siders the basic role played by our agricultural industry, it is 
perfectly logical that adequate funds should be provided, 
under satisfactory banking arrangements, for purposes of 
legitimate financing. These ends were sought in the passage 
of the Federal Farm Loan Act in July, 1916. 

Federal Farm Loan Act, types of banks created by.—T wo 
types of banks were created under this system: first, Federal 
land banks and joint stock land banks, which were designed 
to provide funds necessary for long term financing, that is, 
loans on mortgages. Subsequently, in 1923, by amendment 
of the original act, Federal intermediate credit banks were 
established to provide funds for the financing of operations 
that require from six months to three years for their consum- 
mation. In other words, the Federal intermediate credit banks 
were designed to meet such requirements as could not be met 
by the ordinary commercial bank, on the one hand; and which, 
on the other, did not necessitate a long term mortgage. The 
essential difference between the Federal farm land banks and 
joint stock land banks is in the matter of ownership. The 
former are coéperatively owned, while the latter are private 
corporations run in the interest of stockholders. 

Creation of Farm Loan Board.—The entire operation of 
the plan is under the Federal Farm Loan Board, which has 
been created within the Treasury Department. This Board 
consists of the Secretary of the Treasury as chairman, ex 
officio, and six members appointed by the President with the 
advice and consent of the Senate. The appointive members 
serve for eight-year terms and devote all their time to the 
business of the board. Not more than three of the members 
may be of one political party, and they may be removed for 
cause by the President. This board has general supervision 
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of the system. It grants charters to land banks and farm loan 
associations, appoints appraisers, examiners, and registrars, 
passes on all applications for loans and bond issues, regulates 
interest rates and charges, attends to the preparation and 
printing of bonds, examines land banks, publishes information 
regarding the system in the form of pamphlets, and is required 
to make an annual report to Congress. 

Federal farm land banks, establishment of.—According to 
the original act the continental United States was to be divided 
by the Farm Loan Board into twelve districts to be known as 
the Federal land bank districts, and in each district a Federal 
land bank was to be established with its principal office located 


Fig. 27.—Map Showing the Division of the United States Into 12 Federal 
Land Bank Districts and Cities in which Federal Land Banks 
are Located. 





-in such city as the Federal Farm Loan Board should 
designate.” In establishing these districts the board took into 
consideration such factors as total land area, area in farm 
land, amount of outstanding mortgage indebtedness, the value 
of farm lands and buildings, population, both rural and urban, 
and the gross value of farm products. The board also at- 
tempted to spread the risk by grouping together states with 
unlike crops and resources. The ultimate territories set up 
and the location of the Federal land banks are shown on the 
map on this page. | 








22 Amendments to the act have since extended its provisions, in somewhat 
restricted form, to cover Porto Rico and Alaska, through the instrumentality 
of branch banks. 
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National farm loan associations, capitalization of —Every 
Federal land bank was to have, before starting business, a 
subscribed capital of not less than $750,000, with a par value 
of $5 each, which might be subscribed to and held by any 
individual, firm, or corporation, by the government of any 
state, or by the United States. Stock of the Federal farm land 
banks owned by the United States government is not entitled 
to dividends, although all other stock outstanding is. The act 
further provides for the formation of corporations to be 
known as National Farm Loan Associations, which may sub- 
scribe to and hold stock in Federal farm loan banks. ‘The 
stock which these associations hold cannot be transferred or 
hypothecated. Voting rights, furthermore, attach only to the 
stock owned by farm loan associations and the government. 
The purpose of forming such associations was to create media 
through which loans might be made by the Federal land banks. 
Each such association is a local corporation and must be made 
up of ten or more individuals, each of whom are borrowers 
from the banks. Each borrower is required to subscribe to 
an amount of stock in the association equal to 5 per cent of 
his loan. The proceeds of these subscriptions are then invested 
by the associations in an equal amount of Federal land bank 
stock, which is held by the issuing bank as additional security 
for the loan and is eventually retired by its payment. 

Functions of farm loan associations——These farm loan 
associations are required to indorse all loans which are made 
through them and are also responsible for supervising col- 
lection of interest and amortization payments, reporting delin- 
quencies in the payment of taxes, and applying the proceeds 
of all loans. In view of the fact that the stockholders of farm 
loan associations are liable for an assessment up to 100 per 
cent of the amount of their stock in case the association fails 
to meet its obligations, it is apparent that there is a mutuality 
of interest among members to see that all loans taken are good 
and that proper safeguards are provided for keeping up pay- 
ments and taxes. This relieves the bank from much detail it 
would otherwise be required to meet. In those localities that 
fail to produce their own farm loan associations, as above 
provided, the Farm loan bank may appoint an incorporated 
bank, a trust company, a mortgage company, or a savings bank 
to act as agent in negotiating loans. On December 31, 1926, 
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the total number of active loan associations in operation was 
4,665. 

Over 98 per cent of the original capital of $750,000 for 
each bank, or $9,000,000 for the entire system, was originally 
subscribed to by the Federal government. The law requires, 
however, that as soon as subscriptions to the capital stock by 
farm loan associations shall amount to $750,000 in any bank, 
the bank shall then apply semiannually to the retirement of 
the original stock 25 per cent of all sums thereafter subscribed 
until all such stock is retired at par. In this way it is expected 
that ultimately the sole stockholders in the Federal land banks 
will be the farm loan associations. 

Management and functions of Federal land banks.—The 
management of each Federal land bank rests in a board of 
seven directors, three of whom are appointed by the Farm 
Loan Board and represent the public interest; three, by the 
farm loan associations and borrowers through agents, and, 
therefore, represent the borrowers; and one, known as the 
‘director at large,” is selected by the Farm Loan Board from 
the three nominees receiving the greatest number of votes of 
the borrowers. 

In addition to acting as depositaries of public money under 
certain restrictions, the principal function of the Federal farm 
loan banks is the loaning of money secured by first mortgages 
on farm property on the following terms: loans may be made 
only to bona fide farmers engaged, or about to engage, in the 
cultivation of the farm mortgaged. Each loan must be secured 
by a duly recorded first mortgage on farm land within the 
district in which the bank is situated. Such mortgages may not 
exceed 50 per cent of the appraised value of the land, nor 
20 per cent of the appraised value of the permanent insured 
improvements thereon; nor shall any loan be for more than 
$25,000, nor for less than $100. Interest on such loans shall 
not be over 6 per cent per annum, or more than I per cent 
in excess of the coupon rate of the bank’s last bond issue, and 
shall be payable in annual or semiannual installments. At the 
same time an additional amount is paid that will cancel the 
entire loan in not less than five, nor more than forty, years. 
Borrowers, however, are given the privilege of paying off the 
unpaid balance, or any number of unpaid installments, after 
five years, and, under certain conditions, may be allowed to 
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pay the loan off at an earlier date, providing the bank is com- 
pensated for the cost of making the loan. 

An application for a loan is referred first to a loan com- 
mittee of the local association. This committee investigates 
the character and the financial responsibility of the applicant 
and the security offered. A report is then rendered to the 
land bank. This report must be assented to and signed by all 
three members, none of whom may have a personal interest 
in the loan. The report must further state the estimated value 
of the property as well as such collateral information as comes 
to the attention of the board. It is then submitted, with ap- 
plication attached, to the directors of the bank. If all the 
requirements are met, the property is then appraised by a 
Federal appraiser, appointed by the Federal farm loan bank, 
and reviewed by the chief appraiser of the bank, who then 
submits the application, with his recommendation, to the 
executive committee of the bank for final action. No mort- 
gage, however, is eligible as security for a bond issue until 
further approved by the Farm Loan Board. 

The purposes for which loans may be granted are restricted 
as follows: (1) to provide for the purchase of land for agri- 
cultural uses; (2) to construct or provide for buildings or 
improvements on farm lands; and (3) to liquidate obligations 
or mortgage loans incurred by the borrower for purely agricul- 
tural purposes, or incurred prior to January 1, 1922. In this 
way loans are restricted to the financing of long term opera- 
tions of farmers, entered into solely in the conduct of their 
normal business. 

Federal land bank bonds.—The Federal land banks must 
acquire the necessary funds to make loans on a large scale. 
It is obvious that the funds available through the sale of stock 
are inadequate. Furthermore, these banks do not accept 
deposits, other than those made by the Treasury Department, 
in the way that savings banks do, and such public funds as 
are deposited are not available for mortgage loans. The 
method which is provided for obtaining funds involves the 
issue of debenture bonds secured by the pledge of farm mort- 
gages. Every Federal land bank may, subject to the approval 
of the Federal Farm Loan Board, issue and sell bonds col- 
laterally secured by an equal amount of first mortgages on 
farm property such as those just described, or by United States 
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government securities. As mortgage loans are reduced by 
amortization, additional mortgages or government securities 
must be deposited to the amount of such reduction. In‘ this 
way the equities under the outstanding bonds are constantly 
increasing. True, the par value of mortgages deposited re- 
mains constant; but, as the principal of any given mortgage 
is retired, the amount outstanding in relation to the original 
appraised value of the property decreases. These bonds may 
be issued in denominations of $40, $100, $500, and $1,000, 
and may be registered, or in coupon form. Bonds may run 
for specified minimum and maximum periods, subject to pay- 
ment and retirement at the option of the banks, at any time 
after the minimum period specified in the bond has elapsed, 
which shall be not longer than ten years from the date of 
issue. ‘Che coupon rate of interest could not exceed 5% per 
cent per annum prior to 1923 and at present (1928) may not 
exceed 5 per cent. No bank is permitted to issue or obligate 
itself for outstanding ‘bonds in excess of twenty times its 
paid-up capital and surplus, or to receive from any national 
farm loan association additional mortgages when the principal 
remaining unpaid upon mortgages already received from such 
association shall exceed twenty times the amount of capital 
stock owned by such association. Furthermore, while each 
bank is primarily liable for its own issues, all banks are jointly 
and severally liable for any of the bonds of the system out- 
standing. In other words, there is a mutual liability on all 
the banks in case of default in the payment of principal or 
interest by any issuing bank. An amendment to the act, ap- 
proved March 4, 1923, provided for the actual issuance of 
consolidated bonds, signed by the Farm Loan Commissioner 
and constituting a joint and several obligation of all banks, 
although, up to December 31, 1926, no such bonds had been 
issued. 

While the bonds issued by the Federal land banks are con- 
sidered as “instrumentalities of the government of the United 
States,’ and, therefore, are exempt as to principal and interest 
from all Federal, state, and local taxation, except estate or 
inheritance taxes, they are not in any way guaranteed by the 
government. Despite this lack of guaranty by the govern- 
ment, there is a strong disposition on the part of bankers to 
feel that in case of default the government would give very 
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powerful support. This opinion, however, is merely based on 
the close relationship which the government assumed in start- 
ing these banks and has continued to maintain in their 
operations.”* 

Statistics of operation—The growth of the Federal Farm 
Land Bank System has been most satisfactory during the first 
ten years of its existence. The original capital of all banks 
was $9,000,000, of which $8,892,130 were supplied by the 
government. The capital account on December 31, 1926, 
stood at $57,752,390 of which only $1,058,885 were owned 
by the United States; borrowing farmers in national farm loan 
associations had provided $56,073,365; borrowers through 
agents, $620,025; and individual subscribers, $115. Combined 
earnings, from the beginning of business to the end of 1926, 
amounted to $43,799,892 and were distributed as follows: 
$17,932,401 to pay dividends; $11,351,758 to charge off real 
estate acquired by foreclosure; $900,562 to set up a reserve 
for delinquent installments; $178,990 charged off on account 
of banking house property; and $13,436,180 carried to undis- 
tributed surplus, reserves, and profits accounts. ‘The total 
amount of loans extended up to the close of 1926 amounted 
to $1,300,674,314, while the principal amount of all mort- 
gages carried on the books at that time was $1,077,818,724.” 

The consolidated balance sheet of the twelve Federal farm 
land banks on December 31, 1926, as reported by the Federal 
Farm Loan Board, follows: 





23 Hon. Charles E. Hughes, acting as private counsel for a group of bankers 
at the time they were investigating an early issue of Federal land bank bonds, 
said in part: 


“Taking into consideration the facts which have been stated with respect 
to the organization and control of the Federal land banks, I am of the opinion 
that the Farm loan bonds which are about to be issued by the banks under 
the authority and direction of the Federal Farm Loan Board by virtue of the 
power conferred by Congress, and which have been expressly declared by 
Congress to be instrumentalities of the Federal Government, must be regarded 
as obligations having the support of the good faith and credit of the United 
States. And while such obligations, because of the nature of sovereignty, confer 
no right of action against the United States without its consent, being only 
binding on the ‘conscience of the sovereign,’ and hence in this aspect invite 
reliance on the sense of justice of Congress, still the actual relation of the 
issue of these bonds affords additional grounds for sustaining their validity.” 

24 Tenth Annual Report of the Federal Farm Loan Board, year ended Decem- 
ber 31, 1926, pp. 3, 4. 
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CONSOLIDATED STATEMENT OF CONDITION OF THE TWELVE 
FEDERAL LAND BANKS 


(As Reported by Them, at the Close of Business December 31, 1926) 


ASSETS 
Net mortgage loans..... $1,077,818,724 
Interest accrued but not 
yet due on mortgage 


loansiachs hotest 16,875,323 
U. S. Gov’t bonds and 

SECUDItlES: snes one ee 27,496,963 
Interest accrued but not 

yet due on bonds and 

SECULICLES ES a fee iacias 285,545 
Other interest accrued but 

NOCHV.EURCUCHS eer 530737 
Cash on hand and in 

banksieet noses ecis 15,832,244 
Notes receivable, accept- 

ATICCSTECLC mera etererercrs ete 4,167,214 
Accounts receivable .... 1,990,688 
Installments matured (in 

process of collection) .. 2,249,979 
Banking houses ........ 2,561,710 
Furniture and fixtures... 255,473 
Sheriffs’ certificates, judg- 

ments, etc. ........... 4,990,417 
Other assets race accross 573,597 


$1,155,111,616 


LIABILITIES 


Farm loan bonds _ out- 

StAndiD ae ier errata $1,059,216,615 
Interest accrued but not 

yet due on farm loan 


bonds tremrayeirrsle sry 15,025,346 
Wee Sy Govt epositstrmn 5 es cceec o- 
Notes payable ......... 1,550,832 
Accounts payable ...... 780,887 
Other interest accrued but 

NOGEY.etIGUePEyeie erase 11,128 
Due borrowers on uncom- 

pleted@ loans? 4-20. - 682,563 
Amortization installments 

paid in advance...... 2,074,208 
Farm loan bond coupons 

outstanding (not pre- 

Sented ick ameeiss eas 2,147,864 
Dividends declared but 

Lfipal diemetaersoie states tote 2,061,812 
Other liabilities ........ 371,791 
Net Worth 

Capital stock, U. S. 

Govits Visits thie esta 1,058,885 

National Farm Loan 

ASsociationy s)j.s7- 56,073,365 

Borrowers through 

CHAIN GSU COA ati” 6 620,025 
Individual subscribers.. 115 
Total capital stock 57,752,390 

Reserve (legal) ...... 9,203,600 

Surplus, reserves, etc... 52,044 

Undivided profits . 4,180,536 

Total net worth.. 71,188,570 


$1,155,111,616 


Analysis of results: foreclosures.—The most significant 
comparison to be made of the accounts contained in this state- 
ment pertains to the relation between bonds outstanding and 


capital and surplus. 


We find, for example, that bonds have 


been issued to the extent of about 14.9 times combined capital 
and surplus, as compared to a legal limit of twenty times. 
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Further light on foreclosures is given by the account “sheriffs 
certificates, judgments, etc.’ (subject to redemption) to the 
amount of $4,990,417. This account represents such loans 
as are in default and have been foreclosed, but which may 
still be redeemed by the mortgagor upon payment of taxes, 
back interest, and expenses so far incurred in process of col- 
lection. A further analysis of the actual experience of the 
Federal land banks in the matter of foreclosure is available 
in the annual reports of the Farm Loan Board. Up to 
December 31, 1926, the twelve banks had instituted 14,191 
foreclosures, involving a total amount of $44,047,595. Of 
these 5,915, involving $18,220,478, had been satisfactorily 
settled; 1,581 cases, involving $4,959,732, were still pending; 
541 cases, involving $1,646,121, had been settled by the pur- 
chase of land by outsiders; and 6,154 cases, involving $24,- 
829,227, had forfeited their land to the banks. Of this 
amount $8,232,865 had been disposed of, $4,990,417 was still 
carried on the books under sheriff's certificates subject to 
redemption, and $11,605,946 ** had been written off against 
profits, although the land was then held by the banks. It is 
reasonable to assume that this land will be sold and a cor- 
responding credit made to profit and loss surplus.” If one 
compares the total amount of loans still unsettled—$¢209,- 
788,959—with total loans outstanding—$1,077,818,724—the 
greatest possible loss would be no greater than 2.76 per cent 
of such loans. As a matter of fact, the possibilities of loss 
were very much less than this, as the pledged security un- 
doubtedly had a substantial value.” 

Summary.—Agriculture is a basic industry. If mortgage 
loans on farm properties are based on conservative appraisals, 
bonds issued against such mortgages are undoubtedly invest- 
ments of the highest class. In view of the fact that political 
appointees are, to a certain extent, in charge of appraisals, 
it was at first feared that loans would be made on the 
basis of overextended appraisals. The banks, however, have 





25 Except $254,187 in revaluing fund of Spokane Commission, 

26 Tenth Annual Report, Federal Farm Loan Board, p. 11. 

27 Up to December 31, 1925, transactions incident to the disposition of acquired 
lands had resulted in a net loss of only $329,111 for the entire system. This 
is less than .o3 of 1 per cent of all loans outstanding and is sufficient evidence 
that, up to that time, the system had been operated conservatively. 
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weathered a rather prolonged and extended depression in 
the agricultural industry and losses under foreclosures have 
proved negligible. Furthermore, the earnings of the system 
had been satisfactory up to December 31, 1926, despite a book 
loss of over $11,000,000 representing the entire value of lands 
acquired under foreclosure. At the present time, therefore, 
all the bonds of these banks must be accorded a very high 
investment rating. 


Joint Stock Land Banks 


Organization—As opposed to the Federal land banks, 
which are essentially closed corporations, the voting stock of 
which is owned either by the government or by national 
associations made up of borrowers, the joint stock banks are 
essentially private corporations and differ but little in form 
from any other bank. These banks may be organized under 
the Farm Loan Act by ten or more natural persons to carry 
on the business of lending on farm mortgage security and of 
issuing farm loan bonds under certain restrictions. To obtain 
a charter the proposed bank must have at least $250,000 sub- 
scribed capital stock, all of which must be paid in before it is 
permitted to issue bonds. The management of these banks 
rests in a board of five directors who are elected by the share- 
holders. As in the case of other banks so here double liability 
attaches to the bank’s stock. Shareholders of every joint stock 
bank shall be held individually responsible, equally and ratably, 
but not one for another, for all contracts, debts, and engage- 
ments of such bank to the extent of the amount of stock owned 
by them at the par value, in addition to the amount paid in 
and represented by their shares. 

Methods of operation.—These banks are permitted to make 
loans secured by farm mortgages in much the same way as the 
Federal land banks are. Loans may not exceed 50 per cent 
of the appraised value of the land, nor 20 per cent of the 
appraised value of improvements thereon; nor may more than 
15 per cent of their capital and surplus, nor more than 
$50,000, be loaned to any one borrower. While the act itself 
fails to define the purposes for which loans may be granted, 
the Farm Loan Board makes a practice of approving such 
loans only as conform to the general purposes for which 
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Federal land banks may lend. All appraisals are first made 
by appraisers of the bank, and subsequently approved by 
appraisers of the Farm Loan Board, so that all loans are based 
on appraisals approved by a government representative. 
These banks deal directly with borrowers and do not lend 
through associations as do the Federal land banks. 

Joint stock banks are allowed to issue bonds secured by farm 
mortgages deposited with the Federal Farm Loan Board up 
to 15 times their capital and surplus.** The equity here pro- 
vided in the form of capital and surplus, therefore, exceeds 
the minimum requirements of the Federal land banks. On 
the other hand, there is no joint liability as in the case of the 
Federal land banks. The double liability feature, however, 
applies to the stock of both banks. 

Statistics of operation.—The volume of business transacted 
by the joint stock banks is somewhat less than that transacted 
by the Federal land banks. From the date of organization to 
December 31, 1926, loans to the amount of $747,654,886 had 
been made, of which $115,179,357 had been paid off, leaving 
in force on that date $632,475,529. The putencine capital 
stock of these banks at that time amounted to $44,739,620, 
the total number of banks in operation being 56.77 The fol- 
lowing combined statement for all banks will show the scope 
of their current operations: 





?8TLoans may not bear interest at a rate exceeding x per cent of the rate 
established for the last series of farm loan bonds issued by them. 
2°’ Tenth Annual Report, Federal Farm Loan Board. 
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CONSOLIDATED STATEMENT OF CONDITION OF THE JOINT STOCK 
LAND BANKS 


(As Reported by Them, at the Close of Business, December 31, 1926) 


ASSETS LIABILITIES 
Net mortgage loans....... $632,475,529 Farm loan bonds outstand- 
Interest accrued but not yet bay eerie Fee cre satan mia $605,261,500 
due on mortgage loans 10,316,574 Interest accrued but not yet 
U. S. Gov’t bonds and se- due on farm loan 
CUDIEIES MNS eee atls.« 13,632,511 bondsiaacascin cigs cc 7,223,905 
Interest accrued but not yet (Notesmpayia Diemer armrests ¢ 7,187,890 
due on bonds and se- Accounts payable ........ 1,263,594 
CUTItiES: Be visscia's Aes 92,570 Other interest accrued but 
Other interest accrued but NOteVetuGUC tyne 68,685 
NOteVete QUEs. \eeaker = 17,306 Due borrowers on uncom- 
Cash on hand and in banks 11,820,966 pleted loansti ss: 5-1 1,729,516 
Notes receivable, accept- Amortization installments 
ANCES BELO: Werysehense mine's 1,432,974 paid in advance...... 1,769,583 
Accounts receivable ...... 1,386,522 Farm loan bond coupons 
Installments matured (in outstanding not pre- 
process of collection).. 2,283,683 sented)" hamcstess setts 1,371,893 
Bankinyehouses acca. isis): 1,085,138 Dividends declared but un- 
Furniture and fixtures..... 195,614 DAIC g Seuc evs sisi sislsisievers’e 737,697 
Sheriffs’ certificates, judg- Other Habilities™..4. cece 554,928 
TIRE TIACS) MCT Cs praistotelisl otc e1.5 2,259,993 Net worth 
Realkestateynn..ctee octis <1e.00s 4,695,572 Capital stock paid in... 44,739,620 
Other assets’....s.esee0- 1,850,180 Surplusypaideiuns asia 1,773,508 
Surpluswearned (ass. << 1,471,826 
Reserven (legal) «1. 4,829,865 
Other net worth accounts 1,359,571 
Undivided profits ...... 2,201,550 
Total net worth.... 56,375,940 
$683,545,130 $683,545,130 


Analysis: foreclosures.—So far as combined operations are 
concerned, it would appear that these banks have been 
operated along reasonably conservative lines. Total bonds 
outstanding are just slightly in excess of ten times capital and 
surplus. Sheriffs certificates outstanding amounted to $2,259,- 
993. Total assets acquired under foreclosure and not dis- 
posed of equaled $9,663,594, or approximately 1.53 per cent 
of all loans carried on the books of the banks. A further 
analysis of foreclosures as given in the 1926 report of the 
Board shows that the total sum involved in 1,894 foreclosures, 
up to December 31, 1926, was $16,898,267. Of these, 489 
cases, involving $3,630,652, had been settled; 263 cases, in- 
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volving $2,610,348, were pending; whereas 1,031 cases, 
involving $11,856,960, had resulted in the banks acquiring 
lands. The total net loss resulting from the disposition of 
acquired property was $191,328, or about .03 per cent of all 
loans outstanding.® 

The purchase of joint stock bank bonds, despite this ap- 
parently successful showing, cannot be made safely without 
discrimination. Some of the banks appear to have been well 
managed, others less so. These banks are private institutions 
and are operated for the profit of their shareholders. Much 
depends on the character of the management, despite the check 
on appraisals effected by the requirement that all loans shall 
first be approved by a Federal appraiser. To show the wide 
difference in the experience of these banks in respect to fore- 
closure, one should compare such banks as the Greensboro, 
North Carolina, having only 3 foreclosures at the close of 
1926, to the amount of $7,465.66, with the southern Minne- 
sota bank, with 224 foreclosures, involving $2,124,436.40, or 
about 12 per cent of the total amount of foreclosures for the 
entire system. The Farm Loan Board has assumed some 
power to correct situations of this kind through a recent ruling 
which prevents the payment of dividends by either Federal 
land banks or joint stock banks, so long as combined real estate 
and sheriffs’ certificates are in excess of the nonlegal reserves 


of the bank.* 


30 During 1927 the joint stock land banks, as a whole, did not fare quite so 
well. There was a substantial increase in sheriffs’ certificates and lands ac- 
quired under foreclosure. In fact, several of the banks were forced into 
temporary receivership. 

31 At a regular meeting of the Farm Loan Board held on the 27th day of 
November, 1925, the following rules and regulations were adopted: 


“First: that hereafter no federal land bank or joint stock land bank shall 
pay any dividend to shareholders without the approval of the Farm Loan 
Board. 

“The Board will not approve the payment of any dividend unless 

“(a) The undivided profit account, exclusive of premiums on sales of bonds 
and stocks, and legal reserve requirements, shall show a balance sufficient 
to pay the dividend; 

“(b) The payment of dividends shall not reduce the account available for 
dividends below the amount at which real estate carried through foreclosure 
or by deeds from borrowers is carried on the books of the bank as an asset, 
provided, however, that in case the bank has reserves sufficiently in excess of 
legal requirements to absorb this real estate, this provision may be waived. 

“In the sale of stock by a joint stock bank, the portion of the premium col- 
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It is advisable, therefore, for the prospective purchaser to 
study the balance sheets of those banks whose obligations he 
contemplates purchasing with particular reference to the real 
estate acquired under foreclosure and sheriffs’ certificates ac- 
counts. Further evidence bearing on the foreclosure experi- 
ences of individual banks is available in the annual reports of 
the Federal Farm Loan Board. Another word of caution, 
pertaining to the size of the bank, may be in order. It must 
be recalled that these banks all have overhead expenses, and 
that a certain minimum expense is involved, quite regardless 
of the amount of loans outstanding. In the case of banks with 
small amounts of loans outstanding, the gross profit may 
scarcely meet overhead, thus leaving a very scant margin above 
interest requirements. Despite the presence of adequate 
security, the investor naturally likes to feel that he has a going 
organization behind him and one that is likely to continue in 
business. Unless provision is made to reduce overhead in the 
case of the smaller banks, by association with larger institu- 
tions, special care should be exercised in checking up the 
qualifications and backings of their sponsors. 





lected from the purchasers of stock for the purpose of acquiring new business 
shall be set aside in an account styled ‘Reserve for New Business’ and charges 
against said account shall not exceed 1% of the total amount of new business 
actually acquired and made possible by the sale of said stock. 

“A joint stock land bank or federal land bank may deduct from premiums 
received on sale of bonds any discounts on other sales. 

“Second: Any joint stock bank desiring to increase its capital stock will 
be required to submit to the Farm Loan Board an application setting forth 
the amount of such increase and the reasonable needs of an increase in capital 
within the succeeding six months, and also the price at which any additional 
capital stock is to be sold, as well as the method by which such sales is to 
be effected. 

“Third: Real Estate acquired by any bank through foreclosure or by con- 
veyance from borrowers in satisfaction of a mortgage debt will not be carried 
as an asset for an amount in excess of the principal of the original loan on 
such real estate. If the land so acquired is not disposed of by the bank within 
one year, a depreciation of 20 per cent shall be charged to undivided profits 
or reserve and a like charge-off annually thereafter. 

“In case any bank shall dispose of acquired real estate and accept a mortgage 
on such real estate to secure the whole or any part of the purchase price, such 
mortgage, unless eligible for assignment to the registrar as security for bonds, 
must be carried separate from the bank’s mortgage loan account and under 
an item which will clearly indicate the character of the obligation represented.” 
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Intermediate Credit Banks 


Functions and powers.—The two types of banks just dis- 
cussed provide long term credits for the farmer. His short 
time requirements are served in part by ordinary commercial 
banks and in part by intermediate credit banks, which were 
created by authority of the Agricultural Credits Act of 1923. 

There are twelve of these institutions located in the same 
cities as the twelve Federal land banks. The functions and 
powers of these banks are: 


1. To discount for, or purchase from, any national bank, 
state bank, trust company, agricultural credit corporation, or 
specified types of codperative associations, with their indorse- 
ment, notes, bills of exchange, or drafts, the proceeds of which 
have been advanced for any agricultural purpose or for rais- 
ing, breeding, fattening, or marketing live stock. 

2. To buy or to sell, without recourse, debentures issued 
by any other Federal intermediate credit bank. 

3. To make loans or advances to codperative agricultural 
or live-stock associations, if the notes representing such loans 
are secured by warehouse receipts or shipping documents 
covering products actually sold or in process of sale. Such 
loans shall not exceed 75 per cent of the market value of such 
products. 


There are certain restrictions as to the amount of loans or 
paper that may be discounted for any bank, individual, or 
association, and all loans, at the time they are made or ac- 
quired through rediscount, must have not less than six months 
nor more than three years to run. Rates of discount and 
interest on all loans must be approved by the Farm Loan 
Board. 

Financing through debentures: scope of operations.— 
These banks are authorized to issue debentures up to ten times 
their paid-up capital and surplus, having not more than five 
years to run to maturity, which must be secured by at least 
a like face amount of cash, or notes, or other obligations dis- 
counted. These bonds, while not a direct obligation of the 
government, are regarded as instrumentalities thereof and, 
accordingly, are free from all taxes, except inheritance taxes. 
All the capital stock of the intermediate credit banks is held 


OBLIGATIONS AND INSTRUMENTALITIES OF U.S. 625 


by the government. As in the case of the Federal Land Bank 
System, there is mutual liability on the part of all the banks 
of the system. The following balance sheet shows the scope 
of operations of these banks: 


CONSOLIDATED STATEMENT OF THE TWELVE FEDERAL INTER- 
MEDIATE CREDIT BANKS 


(At the Close of Business December 31, 1926) 


ASSETS LIABILITIES 
Direct Woans ...0e keane: $52,704,473 Capital stock subscribed.. $60,000,000 
Rediscounts = veces tao: B91729;012 Me OULDLUSi ea ret eh eeiioe 1,033,697 
Accrued interest on loans Undivided profits ........ 827,226 
and rediscounts ........ 593,057. Reserved for matured de- 
Other securities. 2.620 = - 1,983,552 benturess Serccsuss sce 17,145 
Accrued interest on other i Reserved for depreciation 
Securities ctreiase acyactits 506 andvlosses®..cmemisey ine mane 377,734 
Other accrued interest.... 750 Debentures outstanding... 68,580,000 
Cash on hand and in banks 4,074,125 Accrued interest on deben- 
Capital stock callable from tures outstanding ...... 755,108 
Ue Saiireasuny. etree 35,000,000 Notes and bills payable... 1,400,000 
Furniture and fixtures.... 19,600 Notes and bills redis- 
Profit andlosss ance sites «21 692,420 Counted scemurniea-ses eels 664,800 
@thererassetsmacicmis case 209,358 Deferred rediscounts...... 44,789 
Interest collected net 
ECaPMEds acta oars tiie eStock 573,348 
Other accrued interest.... 5,990 
Othersliabilitiesmacree eee 727,814 
$13 5,007,652 $13 5,007,652 


The character of these debentures is very high from an 
investment standpoint. Much of the underlying security is in 
the form of indorsed paper and the balance is adequately 
secured by actual merchandise in process of sale. Further- 
more, the amount of debentures outstanding as of October 31, 
1926, was less than the amount of capital stock exclusive of 
surplus. Enjoying as they do full tax exemption, these bonds 
sell at nearly the same prices as outright obligations of the 
government. 


History of Agricultural Banks 


The present experiment of our government in supporting 
and supervising banks established for the purpose of extending 
credit to agriculture has been successfully undertaken by other 
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countries. As early as 1769 The Silesian Landschaft was 
founded by Frederick the Great to facilitate the extension of 
long term loans to farm-land owners, following the devastation 
of the Seven Years’ War. This organization was successful 
from its beginning, and, in 1912, had total loans outstanding 
to the amount of $150,328,879. At that time there were 
twenty-three other similar institutions operating in Germany. 
In France a similar development took place. The Credit 
Foncier was founded in 1852 and expanded rapidly until, in 
1922, it had bonds outstanding to the extent of 7,000,000,000 
francs. From 1845 to 1895 similar institutions were formed 
in Switzerland, Sweden, Denmark, Hungary, and Russia, all 
of them patterned largely on the same lines as the German 
institutions, and designed to satisfy the credit requirements 
arising from more scientific methods of production. The suc- 
cessful operation of European land banks and the functions 
performed by this type of bank augurs well for the future of 
the system recently inaugurated in this country. 


CHAPTER XXIV 
CIVIL OBLIGATIONS—STATE BONDS 


State bonds differentiated from municipal bonds.—The 
term “municipal bond,” in contrast to ‘government bond’’ 
applies to the obligations of states, counties, municipalities, and 
other political subdivisions. Although all of these issues are 
generally grouped under the one heading ‘‘municipals,” there 
are, nevertheless, fundamental differences among the various 
types of securities which are so classified. The first and per- 
haps the most important is between state bonds and the obli- 
gations of political subdivisions thereof. Under the Constitu- 
tion of the United States, each individual state is a sovereign 
power in itself in respect to all powers not specifically delegated 
therein to the United States nor prohibited by it to the states. 
Accordingly, the status of state debts is very much the same as 
that of United States debts: such debts rest'on the good faith 
and willingness of the states to pay their obligations when due. 
Legal compulsion cannot be brought by individuals against a 
state. It is true that one state may sue another state, but this 
is of little comfort to an individual who holds the bonds of a 
defaulting state.’ 

Thus, while all state, county, city, and town bonds, as well 
as special district bonds, are classed as “municipals” in market 
discussions, as contrasted to government bonds, this division is 
not entirely logical. A better classification would be to group 
state and government bonds together, and to place county, city, 
village, and district bonds in a separate group. The reason 





1 There are five states, Indiana, Wisconsin, Nebraska, Nevada, and Missis- 
sippi, which do permit, under their own constitutions, their citizens to institute 
suits against them. In certain instances, holders of defaulted state bonds have 
donated them to other states, which subsequently brought suit against the de- 
faulting state. Thus a holder of North Carolina bonds donated $10,000 of 
them to South Dakota, which carried the case to the United States Supreme 
Court and received $27,410. 
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for suggesting this reclassification is to emphasize the differ- 
ence between state bonds and obligations of subdivisions of 
states. Although pains are taken to make clear the logical 
distinction, we shall, for the most part, adhere to the customary 
groupings. 

It is interesting to recall briefly the history leading up to the 
present situation in respect to state bonds. At the time the 
Constitution was under discussion, there was a strong sentiment 
in favor of state rights. The idea of a strong Federal goy- 
ernment was not then generally accepted. Accordingly, the 
individual states insisted on retaining a large measure of 
autonomy in their fiscal relations. Among the specific restric- 
tions placed upon them were the following: they were not 
allowed to coin money, to issue bills of credit, nor to declare 
anything but gold and silver legal tender; they were also pro- 
hibited from levying import, export, or tonnage duties. Fur- 
thermore, no state was permitted to pass laws that impaired 
obligations or contracts. On the other hand, under the Tenth 
Amendment to the Constitution, such powers as were not spe- 
cifically “delegated to the United States by the Constitution, 
nor prohibited by it to the States,’ were “reserved to the States 
respectively, or to the people.”” The creation of debt is one 
of the powers not delegated nor prohibited, and is clearly 
implied in the Tenth Amendment. 

At the time the Constitution was adopted the right of an 
individual to sue an individual state apparently was not con- 
sidered. However, in 1793, a suit was brought against the 
state of Georgia by a resident of North Carolina. Immedi- 
ately the question whether an individual might sue a state was 
raised.* This case was tried before the Supreme Court and 
decided in the afhrmative. This decision was decidedly un- 
popular, in view of the growing Republican sentiment at this 
time, and resulted in the adoption, four years later, of the 
Eleventh Amendment, which read as follows: “The judicial 
power of the United States shall not be construed to extend to 
any suit in law or equity, commenced or prosecuted against one 
of the United States by citizens of another state, or by citizens 
or subjects of any foreign state.” 

Thus the present situation is explained in so far as it inter- 











2 Chisholm vy. Georgia, 2 Dall. (U. S.), 419. 


CIVIL OBLIGATIONS—STATE BONDS 629 


ests the investor. It is true that there was probably no thought 
of debt repudiation when ratification of the Eleyenth Amend- 
ment was sought, nor for some years after. Yet, when matters 
came to such a pass that some of our states found it expedient 
to default on their bonds, a convenient refuge from legal ac- 
tion in Federal courts to enforce payment was found in the 
Eleventh Amendment. It is this characteristic in respect to the 
legal status of state debts that requires that, logically, they be 
classified with Federal or Government bonds rather than with 
municipals. 

In contrast to the sovereign position which the states occupy, 
counties, cities, towns, and other incorporated districts, such 
as drainage, schools, and levee districts, are creatures of the 
state in which they are located. That is to say, they are cor- 
porations created by the state and therefore continue their 
legal existence on the sufferance of the state. In fact, the 
charters under which municipalities exist may be amended or 
even repealed by the state. Accordingly, counties, towns, 

_cities, and special districts created within a state occupy a posi- 
tion which is decidedly subordinate to the state from a legal 
standpoint. 

It is the subordinate legal position occupied by municipalities, 
as we shall designate these divisions, that makes it legally pos- 
sible for a private individual to bring suit against them without 
their consent. ‘The legal action customarily brought, in case 
of a municipal default, consists of application to the proper 
court for a writ of mandamus ordering the municipal authori- 
ties to levy sufficient taxes to pay the principal and the interest 
of the bonds in default. In Maine, New Hampshire, Vermont, 
Massachusetts, and Connecticut, bondholders have the right to 
seize the property of any or of all the inhabitants in execution 
of the judgment of a court ordering payment of defaulted 
bonds.* 

In other states the general remedy in cases of default con- 
sists of mandamus proceedings requiring the proper officers to 
levy a sufficient tax to pay the judgment, although there are 
some states in which the public property of the defaulting cor- 
poration may be seized. In New York state municipal prop- 








3 See Raymond, W. L., “State and Municipal Bonds,” p. 3, 1923, Financial 
Publishing Co. 
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erty not in public use may be so taken. In Indiana any public 
property of *counties may be taken, and probably a similar 
remedy exists in the case of cities and towns. In Nebraska 
oficers who fail in their duty to collect the necessary taxes 
become personally liable.* 

It must not be assumed, however, that mandamus proceed- 
ings-are always effective. In some states there is a definite 
limit to the amount of taxes that may be levied in any year. 
Thus, in Alabama, the state constitution of 1901 limits state 
taxation to .65 of 1 per cent of assessed valuation, while county 
taxes are limited to one half of 1 per cent, provided one 
quarter of 1 per cent additional may be levied to pay debts 
existing December 6, 1875, and provided that one quarter of 
1 per cent additional may be levied to pay debts incurred for 
the construction or maintenance of necessary public buildings, 
bridges, or roads.» In November, 1916, an amendment was 
passed authorizing additional taxes for school purposes in the 
several counties not exceeding three tenths of 1 per cent when 
properly approved by electors. The same rights were accorded 
special school districts in the state. Cities and towns are au- 
thorized to levy taxes up to one half of 1 per cent, provided 
I per cent additional may be levied exclusively for paying debts 
created prior to December 6, 1875. (Certain cities are per- 
mitted to levy certain limited additional taxes for special pur- 
poses, particularly for schools. These additional taxes range 
from two tenths of 1 per cent to 1 per cent.) By special 
amendment certain municipalities are permitted to levy further 
taxes of one half of 1 per cent for debt payment and one half 
of 1 per cent for any legal purpose, provided the total tax 
of such municipalities in no year shall exceed a total of 1% 
per cent.® 

The effect of this limitation is of special importance to the 
purchaser of municipal bonds. It means that, in case of de- 
fault, mandamus proceedings cannot be brought to compel the 
tax officials to levy taxes in excess of the legal limit. If author- 





a Tbids pas: 

5 State Constitution, 1901, Sections 214, 215. 

6 State Constitution, 1901, Section 216, and amendments. Other states in 
which taxes are limited in one way or another are Arkansas, Colorado, Georgia, 
Idaho, Louisiana, Montana, North Carolina, Ohio, Oklahoma, South Dakota, 
and Utah. 
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ized taxes are insufficient to meet debt service and necessary 
expenditures of the municipality, then the default is without 
remedy. In justice to states that have a legal or a constitu- 
tional limit on the rate of tax that they or their municipalities 
may levy, it should be said that strict limits are usually found 
in respect to the amount of debt they may incur. This, of 
course, materially corrects the situation, but fails to give full 
protection. Many investors avoid obligations of such states 
and their municipalities, which accounts in part for the higher 
yield customarily found among such securities. 

State credit in the United States.—At the present time, it 
is customary to regard state and municipal bonds as second 
only to Federal obligations in the matter of safety. Yet, dur- 
ing our relatively short national history, there have been fla- 
grant examples of default and repudiation in respect to state 
debts, as well as some municipal defaults. No study of state 
bonds would be complete without giving at least passing con- 
sideration to these defaults, as well as to the underlying causes 
from which they resulted. A study of the causes is quite as 
important as a study of the facts, for it is only by eliminating 
the causes that we may hope to prevent history from repeating 
itself in these matters. , 

Period from 1789 to 1830.—At the time the Constitution 
was adopted most state debts had been assumed by the United 
States. For the first forty-five years of our national existence 
a conservative financial policy was pursued not only by our 
Federal government, but by state governments as well. The 
early Federal debt had been entirely paid off in 1835. In 
1825 the aggregate debt of the states was but $13,000,000, or 
$5,000,000 below the amount of state debt at the time of 
national assumption in 1790. By 1830, however, the total 
state debt had been increased to $26,000,000, and in 1835 to 
$46,000,000. 

Period from 1830 to 1840: defaults following panic of 
1837.—The very period during which our Federal government 
was reducing its debt found state governments pursuing the 
opposite course. The first part of the decade from 1830 to 
1840 was marked by rapid expansion in all branches of eco- 
nomic activity and the various states, in an effort to attract 
trade and industry, vied with one another in the development 
of roads, canals, railroads, and other public improvements. 
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At a time when antagonism toward further extension of Fed- 
eral undertakings within states was evident, there was a strong 
popular sentiment toward state aid in the completion of ean 
improvements within state borders. The result of this policy 
on the part of states was a period of feverish building and 
borrowing. The aggregate state debt which, in 1835, was but 
$46,000,000, reached the then enormous total of $175,000,000 
during the next three years. The panic of 1837 and the 
ensuing depression which lasted well into the next decade was 
accompanied by widespread default and repudiation in state 
debts. While it is true that the West and the South were the 
worst offenders, it is by no means true that defaults were con- 
fined to those states. 

New England states were singularly free on this score. 
Maine, Vermont, New Hampshire, Connecticut, and Rhode 
Island did not follow the trend of the times and kept them- 
selves comparatively free from debt. Massachusetts, although 
its debt grew much more rapidly than did that of other neigh- 
boring states, was never in serious financial straits after the 
adoption of the Constitution. New York, Pennsylvania, and 
Maryland, on the other hand, incurred very heavy debts during 
this period. New York, in its effort to finance the Erie Canal 
and other lateral canals, piled up a total debt aggregating 
$18,262,406, and by 1842 was on the verge of bankruptcy.” 
It must be said to its credit, however, that at no time did it 
default, either in payment of principal or of interest. Penn- 
sylvania and Maryland, in contrast, had a less fortunate experi- 
ence. The total debt of Pennsylvania reached a total of 
$37,319,395 in 1842, a large part of which had been incurred 
for aiding railroad and canal companies. When these under- 
takings proved unprofitable during and after the panic of 1837, 
the state was temporarily unable to pay its interest in cash. 
Nevertheless, cash payments were resumed in 1845 and the 
“relief notes” used to meet interest payments during the crisis 
were eventually redeemed. Since that time there has been no 
further difficulty in payment either of principal or interest by 
this state. The situation in Maryland was similar to that in 
Pennsylvania. During the early 30’s Maryland subscribed to 
the stocks of various railroads, including the Baltimore & Ohio, 





7Yenth Census, Vol. VII, pp. 526, 537. 
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and lent money to and purchased stock of the Chesapeake & 
Ohio Canal. At the time extensive borrowing was undertaken 
to support such public improvements there was no system of 
taxation. The inevitable result, at the time of the 1837 panic, 
was inability to meet interest payments. The state took active 
measures to correct this situation, however, and, on January 
1, 1848, it was able to resume interest in full.® 

Other states became involved in the wave of speculative 
enthusiasm which characterized this period and suffered similar 
consequences. In 1840 Indiana suspended interest payments 
but settled all arrearages in 1847. Illinois, in 1841, experi- 
enced similar troubles, but eventually cleared its record. 
Michigan became involved in a too optimistic program of state 
aid and defaulted in 1841. Settlement with creditors was less 
generous here than in other states so far mentioned, in that 
Michigan agreed to acknowledge only so much of its debt as 
it had received payment for in full.° Bonds that had been 
only partially paid for had worked their way into the hands 
-of innocent purchasers who paid in full, yet these purchasers 
failed to receive the entire face value of their bonds. The 
record of Michigan, accordingly, is one of reasonably good 
faith in difficulties, but is not so commendable as that of the 
other defaulting states which eventually made payment in 
full. The record of Florida and Mississippi during this 
period was far less commendable than that of other defaulting 
states, in that both deliberately repudiated their entire debts. 
The territory of Florida, in 1840, refused to pay interest on 
an issue of bonds of the Bank of Pensacola which had been 
indorsed by the territory. Other bonds had been issued to 
supply the capital of the Union Bank of Florida, as well as 
of the Southern Life Insurance & Trust Company. These 
bonds were all repudiated by the territory, and, when the 
Constitution of the state was adopted, prior to its admission 
to the Union, the legislature was denied the power of laying 
any tax for the purpose of paying the bonds which were issued 





8 Raymond, W. L., “State and Municipal Bonds,” p. 114, 1923, Financial 
Publishing Co., also “when the state found itself unable to pay interest, it 
received coupons in payment of taxes. From 1844, it made partial payments 
on interest current and accrued. Later it funded arrears of interest with 6 
per cent bonds.” 

9 Tbid., p. 119. 
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by the territory.*?. Arkansas was in default in 1841 and, as 
no definite attempt was made to clear up the record, it remains 
in default on some of its bonds to this day. 

The alternate waves of enthusiasm and depression which 
swept the country during the decade from 1830 to 1840 were 
thus responsible for the first era of default in state debts. The 
underlying causes for this unhappy situation may be summar- 
ized under two headings: overabundant optimism; and too 
liberal state aid in private undertakings. Of course, there 
were auxiliary causes, such as the political roguery of the times, 
lack of financial acumen, poorly organized systems of taxation, 
and the like, but these were secondary. The lesson was par- 
tially taught at this time that state legislatures should restrict 
their activities to governmental functions, and should not em- 
bark on commercial ventures either as partners, or independ- 
ently. We say “partially taught,” for, while the dangers inher- 
ent in state ownership of commercial enterprises were made 
clear, it remained for subsequent defaults to drive the lesson 
home. 

Second era of default from 1848 to 1860.—The second 
period of defaults covered the years from 1848 to 1860. 
During these years there were some intermittent difficulties of 
a less serious nature than those that occurred during the pre- 
vious period. The most serious case of repudiation at this 
time occurred in Minnesota and resulted largely from the same 
circumstances that caused the widespread defaults of the 30’s 
—state aid granted to railroads in the form of bond issues 
sold by the state. In 1860 an amendment to the state con- 
stitution provided that no law which called for payment of 
the principal or the interest of $2,275,000 state bonds so issued 
should take effect until ratified by popular vote. There devel- 
oped at this time a strong sentiment in favor of repudiation 
and it was not until the supreme court of the state held the 
amendment unconstitutional that this debt was compromised. 
Shortly thereafter an act was passed which provided for settle- 
ment of the old debt on the basis of fifty cents on the dollar 
in cash or § per cent bonds for old 7 per cent bonds and inter- 
est. Substantially all the old bonds were retired in that. way. 


10 Constitution, State of Florida, effective March 3, 1845, Article VIII, Sec- 
tion 2. 
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‘Texas defaulted on its bonds prior to its admission as a state. 
The entire debt at that time was estimated at $9,647,253, to 
which a value of $4,807,764 was assigned. The United States 
agreed to pay Texas $10,000,000 in 5 per cent bonds for 
certain territory ceded to Mexico, although only $5,000,000 
was to be released until creditors of Texas had released the 
United States from all claims on account of customs. The 
second $5,000,000 was never issued, and, subsequently, the 
United States appropriated $7,750,000 in cash to satisfy cred- 
itors of Texas. In 1856 the state was declared to be out of 
debt.* California was the third state to default during this 
period, the default occurring in the year 1854. Subsequently, 
the supreme court of the state declared all debt in excess of 
the $300,000 limit void. In 1857, however, the illegal issues 
were called in and adjustment bonds were issued in payment 
therefor. 

This second period of default was not especially important. 
During this time there was no case of out and out repudiation, 
and, in two of the three cases cited, the causes for default 
antedate entrance of the defaulting states to the Union. By 
far the most important era in state repudiation may be said 
to cover the years from 1870 to 1884. We may neglect in 
our discussion of debt repudiation the fact that all obligations 
incurred by the seceding states in prosecution of the Civil War 
were never paid, for all such debts were declared illegal and 
void.” 

Third era of default from 1870 to 1884.—From our stand- 
point the most significant event of the period, 1870 to 1884, 
was the actual repudiation of debt by Virginia, North Carolina, 
South Carolina, Georgia, Florida, Alabama, Louisiana, Arkan- 
sas, and Tennessee. It is unnecessary to go into an exhaustive 
account of each specific case, for such a detailed discussion 
would serve no useful purpose here. Defaults were frequent 
throughout this entire period, and, while a small portion of 
the debts created by these states was subsequently compromised, 





11 Raymond, W. L., “State and Municipal Bonds,” p. 164, 1923, Financial 
Publishing Co. 

12 The XIVth Amendment, Section 14, Constitution of the United States, 
reads: “But neither the United States, nor any state shall assume or pay any 
debt or obligation incurred in aid of insurrection or rebellion against the 
United States, or any claim for the loss-or emancipation of any slave; but 
all such debts, obligations, and claims shall be held illegal and void.” 
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by far the greater part was repudiated under the convenient 
refuge of illegality or invalidity. The aggregate amount of 
debt still outstanding, with accumulated interest to 1920, for 
a majority of these states, is estimated by the Council of the 
Corporation of Foreign Bondholders (London) as follows: * 


: Approximate Principal 
State and Purpose Outstanding Interest 
Alabama (guaranties to railways)......... Unknown Interest in 
Arkansas (principally railway guaranties) .. $ 8,700,000 arrears from 
Florida (banks and railways)............. 7,000,000 about 40 years 
Georgia (principally railway guaranties).. 12,700,000 to about 70 
Louisiana (railway guaranties, etc.)....... 6,000,000 years. Esti- 
Mississippi, (banks) er-rise coe ener tts 7,000,000 mated arrears 
North Carolia. (railways) +s cc + re eo 12,600,000 of interest fig- 
South! Carolinas .tesscccseeigtes nas cee 6,000,000 ured at an av- 
——_————- erage of 6 per 

DOtal eri oe ce tet eee eaten eens $ 60,000,000 cent for 40 

Estimated arrears of interest.......... $180,000,0c0 years, 

Grand’ otal) Avainseucnsercis eee $240,000,000 


The essential causes leading to the unfortunate period of 
debt repudiation following the Civil War are not difficult to 
find. In the first place, there had been a substantial loss in 
wealth in the Southern States as a result of the War itself. In 
1860, for instance, the total assessed valuation of Virginia, 
North Carolina, South Carolina, Georgia, Florida, Alabama, 
Mississippi, Louisiana, Arkansas, Tennessee, and Missouri 
was $4,332,901,458, while in 1880 the assessed valuation of 
these same states, including West Virginia, was $2,232,790,- 
584.%* This reduction may be accounted for, in part, by the 
emancipation of slaves, yet there was a real loss in values from 
the standpoint of raising taxes. Another and perhaps more 
important cause for repudiation is found in the character of 
the governments in these states during the reconstruction period 
following the War. These states were overrun by cheap and 
dishonest politicians who descended from the North and who, 
by means of the newly franchised negro voters whom they 
controlled, had themselves elected to important state offices. 
With a ruthlessness that outclasses any political scandal of the 





18 48th Annual Report, Council of the Corporation of Foreign Bondholders, 
1921. 


14Tenth Census, Vol. VII, pp. 4, 16. 


CIVIL OBLIGATIONS—STATE BONDS 637 


present century these “carpet-baggers” engaged in all kinds of 
peculation and dishonesty. In many cases a large part of the 
debts incurred in the name of the Southern States during this 
period was created by dishonest politicians who carried away 
the proceeds. It is little wonder that the native population, 
outraged in other ways during this period, felt under no moral 
obligations to meet these debts after the carpet-bagger was 
finally driven out. Although it is true that the South may be 
absolved in part from the censure that it has received on ac- 
count of the wholesale debt repudiation of this period, it is 
nevertheless true that some of the funds represented by the 
bonds disposed of were received by states and were used in 
their interests. It is also true that during this period frequent 
borrowings were undertaken for state aid of private under- 
takings. Again, the same difficulties arose that caused the 
first period of defaults; the optimistic predictions regarding 
the earning power of the sponsored projects failed to materi- 
alize, thus leaving the state saddled with a heavy debt to be 
met by taxation. 

Virginia-West Virginia controversy.—We shall not go 
into a history of the debt experiences of each state, although 
the West Virginia controversy is of sufficient interest to war- 
rant passing attention. When the constitution of West Vir- 
ginia was adopted in 1863 it agreed to assume an equitable 
portion of the public debt of Virginia as of January 1, 1861. 
A long dispute arose as to what West Virginia’s share actually 
was, the state of Virginia claiming that, since West Virginia 
acquired one third of the territory of the old state, it ought 
to assume one third of the debt, or $15,239,371. West Vir- 
ginia, however, claimed that her share did not exceed 
$953,360. In 1911 the United States Supreme Court held 
West Virginia liable for a principal sum of $7,182,507, leaving 
the matter of interest to be adjusted. After further contro- 
versy the Supreme Court appointed a special master to take 
additional testimony and, in 1915, the findings of the master 
were sustained to the effect that the state of West Virginia 
was liable for the sum of $12,393,929.50, with costs divided 
between the two states. Subsequently, Virginia found it neces- 
sary to petition for execution of judgment against West Vir- 
ginia and, after some delay, the legislature of the latter state 
adopted resolutions providing for a settlement of this debt. 
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Not until 1919, however, was the controversy finally settled 
by delivering to the Chairman of the Debt Commission 
$12,366,500, the amount then due in settlement.” 

This brief survey of state debts leads to the inevitable con- 
clusion that, when a state becomes indebted for an amount that 
is excessive in relation to property values, the situation is dan- 
gerous. The pinch of heavy taxation is too easily relieved by 
resort to technicalities in an effort to prove a burdensome debt 
illegal and void. Nor is there any adequate remedy open to 
the unfortunate bondholder in such cases. The best protec- 
tion, therefore, is the development of a code of honor and 
ethics that will make such a situation as existed fifty years ago 
impossible, and also the restriction of debts to moderate sums 
in relation to population and values. 

Customary restrictions regarding state debts.——The early 
experiences of our states in debt matters has at least taught 
the necessity of rigid constitutional restrictions on the amount 
of debt that may be created and the purposes for which bor- 
rowing may be undertaken. Practically every state to-day has 
constitutional provisions regarding borrowing. ‘The more im- 
portant restrictions customarily found may be summarized as 
follows: 


1. Permission is generally given to borrow without limit for 
purposes of repelling invasion, suppressing insurrection, or de- 
fending the state in time of war. 

2. Permission is given to borrow up to a limited amount in 
anticipation of revenues in order to meet casual deficiencies in 
revenues. 

3. Permission is given to issue bonds or notes for the pur- 
pose of refunding existing debt. 

4. Borrowing is frequently allowed for certain special pur- 
poses definitely stated in the acts authorizing the loan, pro- 
vided arrangements are made at the same time for paying 
interest and principal of the bonds. Frequently authorization 
of the loan is required to be ratified by popular vote. 

5. On the other hand, the lending of state credit to private 
enterprises, or borrowing for the purpose of engaging in most 





15 For complete account see Raymond, W. L., “State and Municipal Bonds,” 
p. 173 ff., 1923, Financial Publishing Co. 
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works of internal improvement, or loaning state credit to 
political subdivisions is prohibited." 


Present status of state borrowing.—An era of conservatism 
in state financing followed the third period of default and 
repudiation which may be said to have culminated by 1880. 
At the same time that our Federal government was reducing 
its debt, there was a gradual decrease in state debts, the total 
net debt standing at only $211,210,000 in 1890.'7 From that 
time until the World War there was a moderate increase in 
state borrowings, but in no case was the amount of debt in- 
curred at all alarming. Since the World War, however, there 
has been a decided increase in state borrowing, the total net 
amount of state debt in 1926 amounting in all to $1,327,- 
§14,422. This increase is in line with the general growth in 
municipal borrowing which occurred during the years following 
the War, although it is by no means true that all states have 
participated equally in this movement. The table on the fol- 
lowing page shows the total net debt of each state as of 1926 * 
and 1912 *° as well as the per capita debts for those years. 

Causes for recent increase in state debts—The rapid in- 
crease in state debts since the World War is due to a variety 
of causes. Possibly the enormous growth in Federal borrow- 
ing, made necessary by the War, had its effect in stimulating 
similar operations on the part of states hitherto reluctant to 
add to their obligations. To-day we are accustomed to speak 
in terms of billions where a decade or two ago millions seemed 
large. A more direct result of the War is found in borrowing 
for the payment of soldiers’ bonuses. Many states ®° put out 
large bond issues in the years immediately following the War 
for this purpose. Little criticism can be made against this 
action, where the amount involved was reasonable, the distri- 
bution of funds, equitable, and where proper means were 





16 The four states, New Hampshire, Vermont, Massachusetts, and Connecti- 
cut, have no constitutional restrictions in regard to the creation of debt. 

17“U, §, Statistical Abstract,” 1926, p. 215. 

18 U, S. Dept. of Commerce, Bureau of the Census, “Financial Statistics of 
States,” 1926, pp. 124, 125. 

19 “UJ, §, Statistical Abstract,” 1926, p. 215. 

20 Among the states which put out large issues for soldiers’ relief may be 
enumerated New York, New Jersey, Ohio, Illinois, Michigan, Minnesota, Iowa, 
Missouri, Kansas, Washington and Oregon. 


COMPARISON OF STATE DEBTS, 1926 and 1912 





Total Net Debt Per Capita Debt 
(in $1,000’s) ; 

State 1926 1912 1926 1912 
Alabamaweddc cee ens $ 34,439 $13,132 $13.67 $ 5.95 
IATIZON aa eR ene meee 3,065 dette, 13.28 
Arkansas). ee teiioer ur 3,116 1,236 1.65 76 
Galiforniatwernnc esc cnne 100,390 10,223 23.63 3.83 
Coloradomesstee. cs 12,325 3,174 11.66 3.70 
Connecticutacn... snes 3,604 7,11X Py) 6.12 
Delawareir.cuacess jee 8,206 763 34.33 3.70 
Florid amgeesiqecer-ceicin gt 619 .07 ool 
Georgiamient setsntacvocmen 9,370 6,934 2.99 2.57 
Tdatio. ecratscas los heetace. 4,705 2,143 9.07 5-92 
OUST eae 6 anne fe 138,633 2,272 19.39 39 
Indianaiys. oot castaeoe 1,689 1,350 54 “49 
OWealevens oc ciortcteenrerros = 18,214 357 Tobe +16 
KANSAS Bresette hie ote 25,789 243 14.19 -14 
WWentuckyay..cn tare ots 2,305 4,441 92 1.90 
Louisialiay sastcacet eae 14,688 13,546 7.65 7.89 
Mainet.cn.tcece seas ¢ 17,554 1,255 22.28 1.67 
Maryland tea tmctste te. = 22,491 7,334 14.28 5-56 
Massachusettsi.,.c.. «100 - 23,868* 79,55 ~ 5.69* 22.78 
Michigan’ <i reece te 75,845 7,089 17.48 2.41 
Minnesota” soos ecne once: 12,228 1,345 4.65 63 
Mississippi.) -csaces oe) 16,566 4,460 9.25 2.41 
Missouri tance noc otee 68,006 4,671 19.44 1.40 
Montana ersrte sto eye. 4,785 1,513 7.00 3-73 
Nebraska’ a. sss tare = ts Pa ae 374 lets =31 
Nevadaeck irik canis 1,292 608 16.69 6.70 
New Hampshire ........ 1,830 1,956 4.04 4.50 
News Jerseys <s.cs silat 57,351 642 15.76 24 
New) (Viexicomnec eee 3,827 1,218 9.92 3.41 
New GYOrki ls. skew cocie 222,554. 86,205 19.81 9.05 
North Carolina ........ 119,163 8,059 42.03 3-54 
North Dakotayi sce 3,853 820 6.01 1.29 
OHIO ser cel Sacto erase 20,761 5,142 3.18 1.05 
Oklahoma sere 3,367 6,93 1.44 3.74 
OrePon wecsads oceiraeteer- 38,111 31 43.61 .04 
Penns\lv.aniae eerie 83,711 ee 8.78 oe:8 
Rhode: Island )-.e- «2 11,060 5,127 15.98 9.02 
South Garolinal @..4.-4. 5,886 6,190 3.22 3.98 
South Dakota sy. qsneen- 17,172 370 25.07 .58 
“Tennessee™ §. os.cccetnan 17,417 11,812 7.09 5.32 
ORS, ciate Pat Ach A aes aie 4,413 4,656 84 1.14 
Wah? sais Hea ie wa eons 7,184 1,430 14.11 3.62 
WOE albobs soda nGnat 1,754 570 4.98 1.58 
Vireinia wes csse ees 25,204 22,043 10.07 10.46 
Wiashington 7oa.e acco 11,332 1,556 7.40 1.21 
West aVirginian ae ade. 475725 cles 28.85 xe: 
Wiasconsinigpeerc sc tener 1,764 2,251 62 93 
Wiyoming erence trea 1,907 122 8.15 77 
Grande liotalgaaceraee $1,327,514 $345,942 $11.46 $3.57 


* Present census practice excludes from the net debt of Massachusetts special assess- 
ment debt of certain cities which is only a contingent debt of the state. 
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adopted at the time for repayment of the debt. In any event, 
it is quite unlikely that a recurrence of further borrowing on 
this account will take place. 

Another reason for recent increases in state borrowing is 
found in the extraordinary development of the automobile and 
the motor truck industry. Accompanying this growth has been 
an insistent demand for more and better roads. Finally one 
must consider the general advancement in standards of living 
and national income that has been going on during the present 
century. ‘These factors have led to a demand for more ex- 
pensive buildings, better roads, and better service in the various 
activities which logically belong to state government. 

Present tendencies in state financing.—On the other hand, 
there appears in certain quarters a tendency for states to re- 
enter the field of private enterprise. South Dakota has used 
her credit extensively within recent years for the purpose of 
extending rural credits. Under the Rural Credits Amendment 
to the Constitution in 1916 and 1918 and subsequent acts, the 
state was authorized to borrow sums not to exceed $50,000,- 
ooo for the purpose of making loans on farm mortgages. 
Up to 1927 $45,500,000 had been borrowed for this account. 
North Dakota, under the auspices of the Nonpartisan League, 
a socialistic farmers’ party, sold, in 1919, some $2,000,000 of 
bonds in order to provide capital for the Bank of North 
Dakota. At this time $5,000,000 mill and elevator series 
were authorized and $10,000,000 real estate bonds. Subse- 
quently $25,000,000 real estate bonds were authorized. Up 
to 1927 $4,500,000 of bonds had been issued to furnish the 
necessary funds for the erection and operation of state owned 
mills and grain elevators and $15,359,000 for establishing 
rural credits. At the close of 1927 there were also outstanding 
some $7,700,000 bonds that were issued to provide funds to 
lend on state owned utilities, enterprises, or industries, sup- 
posedly self-supporting.** These are called “‘real estate” bonds. 
The state bank enterprise has so far made a very poor show- 
ing. In fact, at the close of business in 1924, the bank was 
actually insolvent, in that there was due from closed banks at 
that time $12,470,858, or more than the amount of capital 


21 For classification of North Dakota’s debt and validating acts see Commercial 
and Financial Chronicle, various State and City Sections, and a critical analysis 
of State debts, National Association of Mutual Savings Banks, 1927. 
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and surplus, which means that the principal and interest of the 
bonds issued in connection therewith will, in all probability, have 
to be paid partially, at least, from additional taxes.” Massa- 
chusetts recently guaranteed for ten years dividends on the 
stock of the Boston Elevated Railway Company as well as 
the principal of $4,000,000 serial bonds issued by the Eastern 
Massachusetts Railway Company.?* Whatever the exigencies 
leading to this type of state aid, the entire principle is wrong. 
It was exactly this type of financing that led to the widespread 
defaults and repudiation that characterized the 30’s and 70’s. 
The functions of the state center around the exercise of those 
sovereign powers ordinarily performed by governments and 
not delegated to our national government: legislative and 
administrative control of local problems; building and mainte- 
nance of good roads; policing; supervision of local govern- 
ments; maintenance of state educational institutions; and so 
forth. An active participation in private enterprises through 
the use of state credit has almost invariably led to gross mis- 
management and financial loss sooner or later. 

Financial tests of state credit.—Important as the matter of 
good faith becomes in purchasing state bonds, it is also true 
that the financial aspects of the state require attention. After 
all, one of the most impelling forces that determine whether 
a state shall meet its obligations is the relative hardship in- 
curred in the process. Where obligations are small in relation 
to property values and population, there is no impelling reason 
for raising questions of validity or regularity in respect to the 
state’s obligations, nor is there danger that revenues will prove 
insufhcient to meet necessary expenses and debt service. On 
the other hand, where obligations are heavy, correspondingly 
high taxes become necessary to meet expenses, and interest and 
principal. Such a situation is undesirable, particularly if the 
borrowing fever of the population is allowed to continue un- 
abated. We shall, therefore, consider some of the customary 
tests that are applied in analyzing the financial status of state 
bonds. 

Ratio of debt to assessed values.—The first test to be con- 
sidered is the relation of net indebtedness to the aggregate 





22 Annual Report, Bank of North Dakota, year ended December 31, 1924. 
23 Acts: Massachusetts Special Acts, 1918, Chapter 159, Sections 9 and 1x. 
Massachusetts Special Acts, 1918, Chapter 188, Sections 9 and ro. 
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assessed value of property within the state. Most states raise 
the bulk of their income through taxes based on property, real 
and personal. Where a property tax is employed, it is cus- 
tomary to assess it at the same time that the local county and 
municipal tax is assessed, the state tax in reality being assessed 
by the city or the town and remitted to the state on the basis 
of the proportion of the total taxable property of the state 
located within the municipality. The state’s rate, therefore, is 
constant for each town. For this reason, it is often advanta- 
geous for the city to undervalue property within its limits but 
to raise its tax rate. In this way, the same amount is collected 
by the city for city purposes, but its contribution to the state 
is reduced. Where this is general, the figure representing the 
assessed value of property within a state is below actual values. 
This fact is generally noted in connection with debt statements, 
and, where it exists, an adjustment is required in order to get 
the true value of the property within the state. ‘Thus, the 
state of Alabama showed, in 1926, an assessed valuation for 
all property of $1,071,205,516, the basis of assessment being 
60 per cent. In ascertaining the relation of debt to assessed 
value for comparative purposes, therefore, one would be justi- 
fied in raising this amount to 100 per cent by dividing by 60 
per cent. 

Some states distinguish between real and personal property 
and assess a lower tax on personal property than on real estate. 
The reason for doing this is to elicit a declaration of personal 
or intangible property, which otherwise would escape taxation. 
It is, of course, impossible for the owner of real estate to 
escape a property tax, for such assets cannot be concealed 
from the assessor. The owner of stocks or bonds, however, 
can often conceal such property, and, when making a return, 
neglect to enter it. Such concealment is not without good 
reason, for, where there is no distinction between real and 
personal property, the general tax rate, if applied to intangibles, 
is generally excessive. If $25 per thousand is the current rate, 
applicable to tangibles and intangibles, it will be noted that 
this is equivalent to 2% per cent of the value of the prop- 
erty. In the case of a § per cent bond one half of the income 
would thus be collected in the form of a tax. The personal 
property tax, therefore, where it is employed, is much lower 
than the rate on tangible property. In Pennsylvania, the rate 


644 INVESTMENT PRINCIPLES AND PRACTICES 


is four mills (that is, $4 per $1,000 market value) ; in Con- 
necticut, 4 mills; in Maryland, 414 mills; in Rhode Island, 
4 mills. 

In addition to property taxes other state revenues are made 
available through income taxes,** inheritance taxes, gasoline 
taxes, and license fees for registering and operating motor 
vehicles, although, generally these sources of income are subor- 
dinate in importance. Where the state relies on a property 
tax for the bulk of its revenue, a significant test of the extent 
to which borrowing has been extended lies in the ratio of debt 
to the real value of assessable property. Where this ratio 
does not exceed 3 per cent of the true value of assessable 
property, it may be considered that the debt is within conserva- 
tive limits. Undoubtedly, 3 per cent looks like a very small 
ratio at first, but it must be recalled that the same property 
that furnishes revenues for state purposes is also required to 
meet the principal and interest payments on county and city 
debts, to say nothing of the debts of special districts that are 
authorized in many states for school, levee, drainage, fire, and 
other purposes. In 1919, the highest rate of debt to assessed 
value for any state was found in the case of Tennessee, whose 
ratio was 2.31. In 1925, Wyoming stood at the head of the 
list, with a ratio of 9.02 per cent, based on actual assessed 
valuation, or about 5.4 per cent, based on corrected valuations. 
In this year there were seven other states with a ratio of over 
3 per cent.*> This increase cannot continue indefinitely without 
bringing the debts of some states to a point that passes con- 
servatism. It is to be hoped that the high point in the present 
movement has been reached and that subsequent increases in 
state debts will not exceed, or will fall below, the rate of in- 
crease in taxable property. 

Per capita debt—The net debt per capita is another test 
that may be used to supplement the previous ratio. It is not 
necessarily true that the state having the largest ratio of debt 








24New York, North Carolina, Massachusetts, Wisconsin, Missouri, North 
Dakota, Delaware, Virginia, South Carolina, Mississippi, Oklahoma and Oregon 
had income taxes in 1926. 


25Delawarelceiiese s 3.01% North Carolinaye seen 4.77% 
Tihinois Rotrernc tector 3.36 Orégonmnas woe ietra dees 5-43 
ATIZONa GRsen |. ee eee 3.38 SouthaDakotay cee 3.39 
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to assessed valuation will also have the largest per capita debt. 
States like New York, Massachusetts, Pennsylvania, and New 
Jersey are wealthy in comparison to such states as the Dakotas, 
Montana, Idaho, or Utah. Accordingly, it would be possible 
for the former states to carry a heavier per capita debt without 
inconvenience than for the latter to do so. 

Economic resources.—A complete survey of the economic 
resources of the issuing state is desirable when purchasing 
state bonds. Such a study will cover the resources of the state, 
the character of its population, the nature of its industries, 
and other sources of wealth, and furnish a valuable check 
on assessed values. While it is true that the assessed valua- 
tion gives the value of the property available for taxation, the 
wide variation in rates of assessment makes statistical analysis 
on this basis unreliable. The mere fact that the law generally 
requires assessment at market or true value does not mean that 
the two approach each other in practice, for the interpretation 
of the law is often left to local assessors. In some states, 
boards of equalization attempt to remedy this situation, but in 
such cases the result is generally the universal adoption of a 
scale of values admittedly below 100 per cent of actual or true 
values. For this reason, it is advisable to resort to a study 
of census figures in an effort to ascertain the actual value of 
productive property, as well as production by principal 
branches of undertakings. Let us consider, for example, the 
state of Missouri. This state, in 1926, had a net indebtedness 
of $68,006,102, or $19.44 per capita. The assessed valuation 
of the state for tax purposes was $4,846,684,834, which gave 
a ratio of debt to assessed valuation of 1.41 per cent.* As 
against this total valuation the census figures for 1919 showed 
that capital invested in manufacturing enterprises was $1,594,- 
208,000. Figures for 1923 show that the total value of indus- 
trial output was $1,547,188,617, while in that same year the 
value of agricultural products was $675,628,575. The value 
of land and buildings used for agricultural purposes in 1924, 
was $2,013,565,747. The combined value of capital invested 
in industry and agricultural enterprises in 1924 (using 1919 
data for investment in manufactures), therefore, was around 
$3,608,000,000, against an assessed valuation of $4,846,- 








26 For data see Financial Statistics of States, Bureau of Census, 1926. 
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684,834. The reported value of output for both manufactur- 
ing and agricultural enterprises was $2,222,817,192. In view 
of this wealth and earning power, there can be no question 
regarding the ability of the state to meet its obligations when 
due, so long as they are within the same conservative limits as 
now maintained. 

The nature of the industries within a state should also be 
considered. Where the state is limited to one industry, prop- 
erty values are less stable than in states with diversified indus- 
tries. States which are engaged principally in mining are also 
subject to certain weaknesses not found in other states. Per- 
haps the best combination is the presence of agriculture and 
manufacturing, although states with large commercial, trading, 
and financial interests also offer very excellent security. 

Government revenues and expenses.—Another basis for 
testing the financial standing of state debts involves an analysis 
of governmental revenues and expenses. It is, of course, very 
important that current revenues cover current expenses, exclu- 
sive of permanent improvement costs. Up to a certain point 
it may be good financial policy to provide funds for permanent 
improvements by borrowing; but, where this is done, proper 
provisions should be arranged to retire the debt during the 
life of the property. 

It is possible to reduce expenses and revenues of a given 
state to a per capita basis, in order to make data comparable 
for several states. The following analysis of the revenues and 
expenses for the state of Massachusetts will exemplify how 
such a study may be made: Data for such studies may be 
found in current reports issued by the Department of Com- 
merce, from the Census, and from Financial Statistics of States, 
issued by the Census Bureau annually. 


EXPENDITURES AND REVENUES (MASSACHUSETTS) 


The payments for maintenance and operation of the general depart- 
ments of the state for the fiscal year ending November 30, 1925, 
amounted to $38,552,955, or $9.30 per capita, as compared with $10.29 
in 1924 and $6.64 in 1917. ‘The total payments including those for 
outlays were $46,191,099. 

The total revenue receipts for the same period were $50,655,017, or 
$12.22 per capita. This was $10,163,358 more than the total payments 
of the year, exclusive of those for permanent improvements, and $4,463,- 
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918 more than the total payments, including those for permanent im- 
provements. The excess of revenue receipts was absorbed in the reduc- 
tion of debt obligation, the purchase of investments, and increased cash 
balances. 

Property and special taxes constituted 49.6 per cent of the total rev- 
enue for, 1925 as compared with 54.4 per cent for 1924 and 66.3 per 
cent for 1917. ‘The per capita property and special taxes were $6.06 
in 1925 as compared with $6.65 in 1924 and $5.49 in 1917. Earnings 
of general departments or compensation for services rendered by state 
officials constituted 6.1 per cent of the total revenue for 1925, as com- 
pared with 6.1 per cent for 1924 and 9.4 per cent for 1917. Business 
and nonbusiness licenses constituted 25.4 per cent of the total revenue 
for 1925 as compared with 20.4 per cent for 1924 and 10.2 per cent 
for 1917. (Receipts from motor vehicle licenses were $9,843,901 in 
1925.) 


Taxation of state bonds.—The tax situation in respect to 
state bonds differs somewhat from government obligations. 
Under our Constitution, government obligations are exempt 
from all state and municipal taxes. This is necessary if the 
sovereignty of the Federal government is to be maintained. 
On a similar theory, state and municipal bonds are exempt 
from all Federal taxes; but such bonds may or may not be 
taxed by the state in which they are issued and they may be 
taxed by another state if located within the taxing state, or if ° 
the owner resides within the jurisdiction of the taxing state. 
The same exemptions that apply to the taxation of state or 
municipal bonds themselves apply to the income from such 
bonds. The Sixteenth Amendment to the Federal Constitution 
gives Congress power “‘to lay and collect taxes on incomes, 
from whatever source derived, without apportionment among 
the several states, and without regard to any census or enumera- 
tion.” While the question as to whether the income from state 
and municipal bonds is taxable under the Federal income tax 
has never been passed on by the Supreme Court, nor has any at- 
tempt been made by Congress to tax such income, it is gen- 
erally felt that such an attempt would be declared unconstitu- 
tional. On the other hand, income from the bonds of one 
state is taxable where such bonds are held by the resident of 
another state. Thus the income from Connecticut bonds is 
taxable, where they are held by a resident of Massachusetts. 
Many states exempt their own obligations from all local and 
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state taxes, thus enabling them to borrow money more cheaply 
than would otherwise be the case. 

Market for state bonds.—The market for state bonds is 
relatively restricted, the bulk of such bonds being held by insti- 
tutions, such as savings banks, insurance companies, and trus- 
tees, that are regulated by law as to the types of investments 
they may purchase. The price of state issues, as a class, will 
of course fluctuate with money conditions, yet at any given 
time there will be rather wide variations in yield among state 
bonds. This may be accounted for partly because of the 
credit which the issuing state happens to enjoy. If we consider 
the present market (1928), when the average yield on high 
grade municipals is between 3.90 and 4.05 per cent, we will 
find South Dakota bonds selling on a 4.15 basis, North Caro- 
lina issues on a 4.05 basis, and Illinois issues on a 3.80 basis. 
On the other hand, the issues of states offering local tax exemp- 
tion enjoy what is known as a special market and such bonds 
will sell above prices at which the bonds of other equally well 
secured states sell without special exemption. Thus Massa- 
chusetts bonds will sell on 3.60 basis, while Illinois bonds sell 
on a 3.80 basis. ‘The differences in yield accounted for by 
varying financial strength is small, and speaks well for the 
present high standing which this class of securities now enjoys 
in the minds of the investing public. 


CHAPTER XXV 
CIVIL OBLIGATIONS—MUNICIPAL BONDS 


Municipalities, how created.—Instead of occupying a posi- 
tion of sovereignty, municipalities are corporations created by 
the state and are subject to control by the legislature of the 
state in which they are situated. In fact, they owe their ex- 
istence to charters granted by the state, either as the result 
of a special act or of a general law. Secondly, they possess 
and can exercise the following powers only: those expressly 
granted; those necessarily or fairly implied in, or incident to, 
the powers expressly granted; and, finally, those which are 
indispensable to the declared object and purpose of the cor- 
poration. It so happens in practice that, ordinarily, the state 
grants to municipalities the following powers: the right to 
make regulations necessary to the health, safety, welfare, and 
comfort of the community (known widely as the police 
power); the power of taxation; and the power of eminent 
domain. It is not generally held that the power to borrow 
exists, unless specifically mentioned in the legislative or con- 
stitutional instrument under which the municipality exists. 
Where the power is actually granted it is also regulated. In 
other words, municipalities derive their borrowing powers 
from the state and are limited by the state in the exercise of 
such powers. 

Regulation of municipal borrowing.—From the investors’ 
standpoint, therefore, it is important to know what limitations 
are placed on the borrowing operations of the municipality. 
Are these regulations adequate to protect the investor, by pre- 
venting unwise use of credit and an unwarranted expansion in 
borrowing operations, or are they so set up as to be of little 
value? As an example of the completeness with which munic- 
ipal debt may be regulated, there is presented here the more 
important provisions of the Pierson Bond Act,’ under which 








1 Taken from Commercial and Financial Chronicle, “State and City Supple- 
ment,” June, 1927, p. 103. 
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the borrowing operations of municipalities in the state of New 
Jersey are regulated. This act provides substantially as 
follows: 


Power to Issue Bonds and Notes.—Power is given to issue bonds for 

any public improvement for which the municipality or county may law- 
fully make or for any other purpose for which it may lawfully appropri- 
ate money, except to pay current expenses or fund debts incurred after 
March 22, 1916, for current expenses or refund bonds issued after that 
date. Power is also given to issue temporary bonds or notes temporarily 
to finance any purpose for which bonds may be issued under the Act. 
Such temporary obligations may run not longer than six years after such 
purpose has been carried out, unless the levying of special assessments 
for improvements for which the obligations are issued is delayed by 
litigation. 
_ Term of Bonds.——Bonds must mature (a) within the probable life 
of the improvement or property for which they are issued, to be de- 
termined by the bond ordinance or resolution, but not to be deemed 
greater than the maximum period specified in the Act for such an im- 
provement or property (a period ranging from 5 to 50 years) ; or (4) if 
the bonds are to fund debt incurred before March 22, 1916, for unas- 
certainable purposes, within 15 years; or (c) if for refunding, within 
20 years; or (d) if for more than one such purpose, within the average 
of the periods assigned, to the several purposes, taking into consideration 
the amount of bonds for each purpose; or (e) if issued in anticipation 
of the collection of special assessments, within a period ending not more 
than two years after the last installment of the assessment will become 
delinquent. 

Serial Bonds.—All bonds must mature in annuat installments begin- 
ning not more than two years after the date of the bonds, and no install- 
ment can be more than 50 per cent greater than the smallest prior 
installment. 

Sale of Bonds.—Bonds cannot be sold below par. If the amount of 
the issue exceeds $10,000, they must be sold at public sale, unless sold 
within 30 days after a public sale at which no bids are received, or unless 
the sale is to the municipal sinking fund or insurance fund commis- 
sioners. Only such an amount of the bonds can be sold as will produce 
a sum less than $1,000 in excess of the amount of money necessary to 
be raised. In case of public sale, advertisement must be made in a local 
newspaper and also in a financial paper in New York City or Philadel- 
phia. ‘Temporary bonds or notes may be disposed of privately. 

Debt Limits—Except as noted below, the Pierson Bond Act pro- 
hibits a municipality from passing an ordinance or resolution authoriz- 
ing bonds or notes under that Act in an amount which, with the amount 
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of all evidences of indebtedness then outstanding, or to be issued under 
previous authorizations, exceeds 7 per cent of the average of the three 
next preceding assessed valuations of taxable real property. In a 
county the limit is 4 per cent. But in order that the statute may not 
work a hardship on municipalities heavily indebted at the time of passage 
of the Act, it permits municipalities to exceed the 7 per cent limit so 
long as the bonds and notes issued or authorized under the Act after 
Dec, 31, 1916 (including debt so incurred and paid), do not exceed 
2 per cent of the average assessed valuation of taxable real property for 
the years 1914, 1915, and 1916. ‘The statute prescribes in great detail 
the method for computing and determining net debt under these limi- 
tations. “The chief financial officer of the municipality or county is re- 
quired to file annually with the clerk of the municipality or of the county 
board of freeholders, as the case may be, an “Annual Debt Statement,” 
showing the debt situation as of the close of the preceding calendar year; 
and he must file a “Supplemental Debt Statement,” showing the 
changes since the last annual statement, before the passage of any 
ordinance or resolution authorizing bonds or notes to which the debt 
limitations apply. “The debt limitations do not apply to the issu- 
ance of bonds or notes for funding, refunding, water supply, or the 
construction or reconstruction of dikes, bulkheads, jetties or other 
devices on the ocean or inlet fronts to prevent the encroachment of 
the sea, including improvements to restore property damaged by the 
sea, or for the construction of boardwalks, pavilions, piers, bathing 
houses or other devices along the ocean front, or “for the acquisition of 
lands or interest in lands along the ocean front, or for the improvement 
thereof or for the construction of buildings thereon.” Nor do they affect 
the incurring of debt under other laws, such as debts for schools or 
current expenses. But some of these exempted debts must be consid- 
ered (as indicated below) in ascertaining the power to become indebted 
under the Act for other purposes. The net debt subject to the limits 
is computed by ascertaining the gross amount of all bonds or other evi- 
dences of debt outstanding, or authorized but not yet issued, or about to 
be authorized by the ordinance or resolution in connection with which 
the computation is made, exclusive of debts for current expenses of the 
current fiscal year, and by deducting from such gross amount (1) the 
following portions of the gross debt, viz.: (a) debts for self-sustaining 
utilities (not for support or maintenance), in so far as they do not exceed 
3 per cent of the average assessed valuation of taxable real prop- 
erty for the next preceding three years; (4) debts for schools, in so 
far as they do not exceed 6 per cent of such average assessed 
valuation; (c) debts for water supply; (d) debts for ocean or inlet 
front improvements referred to above; (e) debts for certain sewer 
improvements in boroughs (Laws, 1919, Chapter 51); (f) debts for 
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certain highway improvements in counties (Laws, 1918, Chapter 183) ; 
(g) certain county bonds payable out of motor vehicle funds received 
from the State (Laws, 1921, Chapter 164); (h) debts for certain self- 
sustaining electric light plants (Laws, 1921, Chapter 235, and Laws, 
1924, Chapter 246); (i) municipal debts for eliminating grade cross- 
ings, in so far as such debts do not exceed 2 per cent of the average 
assessed valuations of taxable real estate for 1920, 1921, and 1922 
(Laws, 1926, Chapter 281) ; and (j) municipal debts for “joint” sewers 
(Laws of 1925, Chapter 56), municipal debts for libraries (Laws of 
1925, Chapter 241); also (2) the following assets, to the extent that 
they are applicable to the payment of any part of the gross debt not 
deducted as above stated, viz.: (a) uncollected special assessments levied 
or to be levied; (2) funds in hand or to be derived from the issuance 
of bonds or notes included in the gross debts; and (c) uncollected taxes 
levied to pay gross debt; and (3) also other assets to the extent that 
they are not included in the foregoing assets, viz.: (a) unpaid taxes not 
more than three years in arrears, and (/) amounts owing to the munic- 
ipality on account of improvements for which any part of the gross 
debt, not deducted, was incurred or authorized. 

Procedure for Issuing Bonds.—In boroughs and townships bonds can- 
not be issued without a vote of the people if protests against the issue 
are filed by one third of the governing body or by taxpayers representing 
10 per cent of the assessed valuation of property. In other municipali- 
ties no election is provided for by the Pierson Bond Act; but the so- 
called Home Rule Act (Article 37, Section 24) apparently makes all 
bond ordinances’subject to referendum if demanded by taxpayers. 

Validation of Bonds——The Act provides that the validity of bonds 
shall not be questioned in any suit commenced after the lapse of 20 days 
from the first publication of the ordinance or resolution authorizing 
them, unless issued in violation of the referendum provisions. In the 
case of Dale vs. Borough of Bayhead, bonds were sustained by reason 
of this provision. The Act also declares that bonds reciting that they 
are issued under the Act shall be incontestible. 

School Bonds.—The issuance of bonds and other obligations for 
school purposes is authorized and regulated by the general School Law 
of 1913 (Comp. Stat. 1910, p. 4724), as amended. School bonds must 
mature serially as provided in the Pierson Bond Act, and within the 
maximum period specified in the School Law for the class of improve- 
ment or property for which they are issued, ranging from 10 to 40 years. 
Bonds for refunding school bonds must mature within 20 years and in 
annual installments, equal as nearly as practicable. If the bonds are 
issued for several purposes they must mature within the ayerage of the 
periods assigned to the several purposes, taking into consideration the 
amount of bonds for each purpose, such average period to be conclusively 
determined by the governing body. The method of sale of bonds under 
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the School Law is substantially the method prescribed by the Pierson 
Bond Act. The amount of school bonds in school districts governed by 
Article VI of the School Law is limited to 6 per cent of the assessed 
valuation of property, but additional bonds up to 9 per cent may be 
issued if approved at an election. There is no limit in districts governed 
by Article VII. Bonds of the latter districts cannot be attacked. in 
litigation instituted after the lapse of 20 days after the election at which 
they are authorized. 


Almost without exception there will be found, either in the 
state constitution or in some special legislative act of the state, 
limitations covering not only the purposes for which bonds may 
be issued by municipalities, but the amount of debt which the 
municipality may incur. The table on pages 654 and 655 shows 
the general limitations placed on municipal debts by each state, 
in terms of percentages of assessed valuations: 

Some of the other restrictions frequently found refer to the 
manner in which debt may be incurred. For example, many 
states require that all proposed bond issues first be referred 
to the voters for approval, except in the case of temporary 
loans for anticipating taxes. The length of time for which 
bonds may run is frequently specified, as well as the form in 
which they may be issued. In this connection, it is interesting 
to note that many states are now requiring that all bonds be 
issued in serial form, in-order to do away with the less de- 
sirable method of retirement known as the sinking fund 
method. 

Legality of issue-—The existence of these various and rather 
detailed limitations on the borrowing powers of municipalities, 
as well as further prescriptions as to the form and procedure 
by which municipal bonds may be issued, creates a complex 
legal situation that is of no small importance to the investor. 
A bond that has been issued without complying with all the 
requirements set forth in the state constitution and with the 
legislative acts regulating municipal bond issues in the state 
may be held invalid. It follows that, if a negotiable instru- 
ment is void in its inception, it has no legal existence and, 
therefore, is nonenforceable. In other words, a municipality 
cannot make a promise or enter into a contract which is en- 
forceable in court unless the sovereign state has first granted 
it the power to do so. And, further, the municipality, in the 
exercise of its power to create debt, must issue its bonds in 
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precisely the way prescribed, within the debt limits specified, 
and for the purposes allowed. Even a technical violation of 
the proper procedure may invalidate an issue of municipal 
bonds and make them void. The argument, however, goes 
somewhat farther. The position of all officers in charge of 
municipal affairs is of an especially fiduciary nature. Accord- 
ingly, the municipal treasurer might be in a position of being 
unable legally to pay the invalid obligations of his city, even 
though they have been sold to innocent purchasers, unaware 
of the irregularity in issue. To do so would involve a criminal 
act. Unless the obligations of the municipality have been 
issued in accordance with all the technicalities involved, there- 
fore, it may become impossible to pay the obligations, however 
strong the moral grounds. 

Thus, if a municipality has no authority to create a given 
issue of bonds, the bonds cannot be paid unless they are sub- 
sequently validated by legislative action. Or, if they have 
been issued in the face of constitutional prohibitions, then the 
only way to secure validation is by means of constitutional 
amendment. Of course, if the only difficulty lies in a technical 
failure to carry out the procedure of issue, then it may be 
necessary only to secure ratification or an estoppel. Ratifica- 
tion may already have occurred, if the bonds were sold to 
purchasers for value who had no notice of the irregularity. 
The mere fact that the municipality has received payment, has 
used the proceeds, has levied taxes to pay principal or interest, 
or both, or has extended or refunded the bonds may be con- 
sidered sufficient ratification. And, in cases where the courts 
fail to find ratification, they may hold, where the purchaser 
for value had no notice of the irregularity, that the munici- 
pality is estopped from avoiding payment on the grounds of 
invalidity. This applies particularly to a situation where the 
recital of the bond states the existence of certain facts, that 
certain acts have been performed or conditions complied with, 
provided the properly authorized officers of the corporation 
made the statements. 

Specialized legal services in purchasing municipals, need 
of.—In view of the intricacies involved in the whole matter of 
bond authorization, it is virtually impossible for the individual 
investor to make a proper investigation of the acts leading 
up to the issue, the statutes authorizing the issue, or the pro- 
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cedure involved in the issuance of the bonds. These are all 
matters for attorneys who specialize in examining and passing 
on the validity of municipal issues, and it is necessary for the 
private investor to rely on the opinion of such a firm of at- 
torneys. In fact, it is customary practice, in buying municipals, 
to insist that a certified copy of a satisfactory legal opinion ac- 
company the bonds. The work of determining the legality of 
municipal issues is so complex and so specialized that there are 
not at the present time over 30 or 40 houses in the United 
States whose opinion is acceptable to the general run of munic- 
ipal buyers.” 

Validation by court decree or short statute of limitations. 
—There is a growing tendency to overcome the danger of sub- 
sequent litigation and invalidation by means of judicial valida- 
tion or a short statute of limitations. “Thus, in Georgia, when 
a proposition to issue bonds has been adopted at an election, 
notice is given to a designated state official who starts action 
against the county or municipality which desires to issue the 
bonds. An order is obtained directing the issuing unit to show 
cause why the bonds should not be ‘“‘confirmed and validated,” 
and a hearing is provided at which “‘all questions of law and 
fact are settled.” If the proceedings are approved, a judg- 





2The legal work in connection with examining the validity of municipal 
bonds is exacting and complex. The following summary of the major steps 
taken will give the student some idea of thé scope of the task: 

1. A search of the statutory authority. 

2. A determination that the statutory authority is not in conflict with consti- 
tutional prohibitions or limitations. 

3. A finding that 


(a) The bonds have been executed by the authorized officers. 

(b) In the required form. 

(c) Contain the required recitals. 

(d) Are payable within the time, at the place, and bear such rate of 
interest as may be required by constitution or statute. 
If registration or approval by any designated officer is required, it 
must be found that the bonds have been so registered or such approval 
has been given. 


4. The examiner should have assurance on which he may properly rely that 
the conditions necessary for the legal issuance of the bonds actually have been 
fulfilled. A certificate of the proper officers is usually sufficient. 

5. But, if the law requires a public record as the exclusive evidence of cer- 
tain facts, purchasers are charged with knowledge of the facts so appearing. 

6. The examiner must know as a matter of lay whether there is legal 
authority for the levy or collection of taxes sufficient for payment. 
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ment is entered for the municipality or county, and this is con- 
clusive evidence of the validity of the issue. In other states 
it is provided that if, within a relatively short period after the 
publication of notice of the proposed issue, say, twenty days, 
no objections are raised against the validity of the issue, then 
and thereafter no issue may ever be raised. 

Doctrine of estoppel; New York and New Jersey.—In New 
York and New Jersey the legal doctrine of estoppel is used 
to quiet questions regarding the validity of municipal bonds. 
Under the New York statutes, ‘‘an ordinance creating a 
funded debt may provide that the bonds therein authorized 
shall contain a recital that they are issued pursuant to law and 
an ordinance of the common council, as provided by section 
60 of the Second-class Cities Law. Such recital, when so 
authorized, as aforesaid, shall be conclusive evidence of the 
regularity of issue of said bonds and of their validity.” ° 

Under the Pierson Bond Law of New Jersey, it is provided 
that the findings of facts of certain officials shall be final, thus 
invoking in advance of issue the doctrine of estoppel. This 
act provides that “the determination of the governing body 
as to the classification of purposes . . . for which bonds are 
issued and as to the probable period of the usefulness of any 
improvement or property, and as to the maturities of the pro- 
posed bonds based thereon, shall, upon a majority vote of all 
the members of such body in office, be conclusive in any action 
or proceeding involving the validity of said bonds.” * 

Commendable as these attempts are, nevertheless, it is good 
practice in purchasing municipals to insist on a certified copy 
of a legal opinion rendered by a competent firm of attorneys. 
Not only does this offer immediate protection to the purchaser, 
but a subsequent sale of the bonds is often very difficult without 
an accompanying opinion. Even this, however, does not pro- 
tect against forgery and overissuance, that is, against officers 
of the corporation fraudulently signing and disposing of more 
bonds than were originally authorized. In the case of cor- 
poration bonds, this is provided for by certification, by a 
trustee under the bond indenture. There are, it is true, some 
trust companies who offer this service in connection with mu- 





3 Cons. Laws, Chapter 53, Section 60. 
4P, L., 1917, Chapter 240, Section 4. 
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nicipa: bond issues, but they are rarely ever called upon to 
operate. The investor, therefore, is compelled to rely largely 
on the carefulness of the issuing house in checking up these 
matters. 

Municipal bond issues, how floated.—Unlike the procedure 
usually followed in the negotiations between the banker and 
the corporation, which lead up to a sale of corporation bonds, 
municipal bonds are generally sold at a public sale to the 
highest bidder. The former transaction is private and con- 
fidential, the latter public and competitive, for most states 
require that municipalities within their jurisdiction sell their 
_ bonds on an open and competitive basis. The customary pro- 
cedure, therefore, is for the municipality to advertise the sale 
of its bonds in advance and to receive and open bids for the 
issue on a specified day. The municipality, however, reserves 
the right to reject any or all bids, if its offcers feel that none 
is adequate. The following advertisement will illustrate the 
manner in which such transactions are usually consummated: 


$400,000 


CITY OF WATERBURY 


CONNECTICUT 
4% PER CENT WATER BONDS 


SEALED PROPOSALS will be received at this office until 7 o’clock 
P.M., Standard Time, Monday, 


July 25th, 1927, 


(at which time they will be opened in public at a meeting of the Board 
of Aldermen of said City) for the purchase of the following described 
bonds: 


$100,000 434 per cent Water bonds of the City of Waterbury, 
19th Series; of a denomination of one thousand dollars ($1,000) each, 
dated July 15th, 1927, and payable ten thousand dollars ($10,000) 
thereof on the fifteenth day of July of each of the years 1957 to 1966 
inclusive. Interest payable semiannually January 15th and July rsth. 

$300,000 414 per cent Water bonds of the City of Waterbury, 
20th Series; of a denomination of one thousand dollars ($1,000) each, 
dated July 15th, 1927, and payable ten thousand dollars ($10,000) 
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thereof on the fifteenth day of July of each of the years 1928 to 1957 
inclusive. Interest payable semiannually January 15th and July 15th. 

Principal and interest on the foregoing described bonds to be payable 
ir lawful money of the United States of America at the First National 
Bank of Boston, Massachusetts. 

Said bonds to be issued in coupon form convertible into registered 
bonds at the option of the purchaser or holder thereof, will be printed 
under the supervision of and certified as to genuineness by the First 
National Bank of Boston and their legality approved by Messrs. Storey, 
Thorndike, Palmer, and Dodge of Boston, whose legal opinion will be 
furnished the purchaser. All legal papers incident to this issue will be 
filed with said bank where they may be inspected at any time. 

Bonds will be delivered to the purchaser on July 29th, 1927, at the 
First National Bank of Boston, Massachusetts. 

Each proposal shall state the amount of the bid in words and numerals 
and should be marked “Proposals for Bonds,” and addressed to Thomas 
P. Kelly, City Clerk, Waterbury, Connecticut, and be accompanied by 
a certified check payable to the order of the City Treasurer of the City 
of Waterbury for one per centum (1 per cent) of the par value of the 
bonds bid for, as a guaranty of good faith on the part of the bidder. 

No bid for less than par or the face value of the said bonds and the 
accrued interest thereon can be accepted and the right to reject any and 
all bids is reserved. 

THOMAS P. KELLY, 
City Clerk. 


It will be noted in reading this advertisement that the munic- 
ipality makes the offer subject to legal opinion. This is a 
more desirable method than to have the buyer submit his bid 
subject to a subsequent examination, which may result in find- 
ing some irregularity in the issue. Under such a condition 
the city might face a vexatious or embarrassing delay in receiy- 
ing funds from the sale. It will also be noted that any bid 
to be considered must be accompanied by a deposit as evidence 
of good faith. Without such a requirement, a house lacking 
financial responsibility might become the successful bidder and 
be unable to consummate the transaction. Or, if the successful 
bid was close to the market value of the bonds, such a bidder 
might turn his deal over to another house at a profit. In the 
case of one of the bond sales of the United States government 
during Cleveland’s term in office, a New York bank clerk, 
having no financial backing at all, entered a bid which was suc- 
cessful and sold his “bid” to a responsible house for a sub- 
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stantial sum. Bids of this kind, known as “‘postage stamp 
bids,” were common at one time, but have now been made 
impossible by the requirement that a certified check accompany 
each bid. 

Different types of municipalities; economic and legal 
status.—We may next consider briefly the different types of 
municipalities which customarily issue bonds. Generally speak- 
ing, the term “municipality” is used to include all municipal 
or quasi-municipal bodies, including school and special taxing 
districts. Counties, although they may be called municipal 
corporations, as in New York,® are more accurately major 
political subdivisions of the state, that is, legal organizations 
vested with some of the customary municipal powers, but not 
true municipalities. There is no legal difference, it is true, 
between the bonds of a county and those of a city; but there 
is the practical difference that counties may issue bonds for 
relatively only a few purposes. Also the total amount of 
county bonds outstanding is generally small in relation to the 
assessed valuation of the taxable property in the county. 

The economic status of county bonds should require them to 
be rated somewhat higher than bonds of the included munic- 
ipalities. In most states the county, after determining the 
amount of annual budget, apportions this over the various 
municipalities and other taxing units on the basis of assessed 
property therein. The county levy thus constitutes a definite 
claim to the revenues raised by the local taxing unit. Cities, 
on the other hand, have more or less complete self-governing 
powers by virtue of the typical charters under which they 
operate. They are, likewise, expected to have full and com- 
plete self-governing powers, which include the power of taxa- 
tion as well as the incidental power of borrowing in anticipa- 
tion of revenues. Thus, city bonds, as a class, probably 
command a slightly better price than county bonds, even 
though theoretically county bonds ought to rate ahead of those 
of cities and towns. The latter type of municipality enjoys 
full taxing powers, is generally run on a more businesslike 
basis than are counties, and represents a more highly organized 
unit. 


The relationship between county and city, however, leads 





®> Cons. Laws, Chapter 24. 
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to the necessity for a further analysis of debt and property 
values than is ordinarily given in the case of county bonds. 
The customary method for setting up a county debt statement 
is to state the assessed valuation of property within the county, 
its population, and its gross debt. The same property that 
provides security for the county debt also provides for the 
payment of all the municipal and special district debts within the 
county, as well as for its proper share of the state debt. Ac- 
cordingly, it is necessary to estimate the total debt within the 
county by finding the total net debt of the municipalities within 
the county and adding this total to the net county debt. The 
state debt may then be apportioned by finding the proportion 
of total state assessed valuation located within the county and 
applying this percentage of the state’s net debt to the county 
debt. The result so determined, added to the previous total, 
will give the actual debt supported by the county’s property. 
The ‘following example will show how these corrections may 
be made in a given case: 


ANALYSIS OF HUDSON COUNTY DEBT, 1926 


INeteDebt—Hudsonm@ounty, Propentm acca. steels cle oe ae ii scissile leks $24,879,171 
iNet DebrroteCities: Located im itudsom County;s.ce: «oles eerie «eles 37,515,617 
Nets DebtaCoventne eCountymArea: ans: sais ieee cit eata els Oe ere $62,394,788 


Proportionate Share of State Debt: 


County Assessed Val. 1,296,944,101 





Riate cAcscesed Val. pe rit 817 RAGTERT O1OOO in cuelatstsialeleaictsi: 735:998,000 
MotaleNeteDebts ptr sccrroce scissor ore calor ee bo asieeiy eyenarsys $78,384,788 
Assessed Val Uationm se fe snae waistehe eter aide nec mavare eee trans $1,296,944,101 
Ratioz Debt stopAssessed Valuation siete ccc cee teaser: « 6.04.% 
Population syaae GH eae torte a onions shenaeretey shite Ge cee wae 629,154 (1920) 
Pere Capitag Debts cvsck Heuces sso AS RE. see MER $124.57 


Special municipal districts——Below the city will be found 
minor political units, which may have all or part of the powers 
granted to cities, depending on their size and the state in which 
they are situated. ‘Towns, villages, or boroughs are usually, 
smaller political units than the city, and are endowed with less 
complete powers, although, so far as borrowing and taxing 
powers are concerned, they are in essentially the same situa- 
tion as the city.° From the investor’s standpoint, therefore, 





6 The political unit following the city is given different nomenclature in 
different states. In most New England states it is called the town, although the 
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the difference is mainly economic. The village, the borough, 
or the town suggests a small population, a rural community, 
and lack of diversified industry. 

In addition to the county, city, or town, the state may create 
other districts and allocate to these certain powers not dele- 
gated to the city or the town. These districts, furthermore, 
may be superimposed on a city or a town already set up. Such 
districts may be for the purpose of operating schools, in which 
case they are called school districts; or the essential purpose 
may be to build and operate roads, drainage projects, irriga- 
tion, or to serve any other ends which may make the creation 
of such a district desirable.” The legal characteristics of these 
districts may be described as follows: . 


The school district or road district is usually invested by general 
enactments operating throughout the state with a corporate charter, the 
better to perform within and for the locality its special function, which 
is indicated by its name. It is but an instrumentality of the state and 
the state incorporates it that it may the more effectually discharge its 
appointed duty. . . . Considered with respect to the limited number of 
their corporate powers, the bodies above named rank low down in the 
scale or grade of corporate existence, and, hence, have frequently been 
called quasi corporations. This designation distinguishes them, on the 
one hand, from private corporations aggregate, and, on the other, from 
municipal corporations proper, such as cities or towns acting under 
charters, or incorporating statutes, and which are invested with more 
powers and endowed with special functions relating to the particular or 
local interests of the municipality, and to this end are granted a larger 
measure of corporate life.® 








term “borough” is used in Connecticut to designate the wider area known as 
the town in other New England states; in New York the term “village,” and 
in Louisiana, the term “parish,” is used. 

7 The Chicago Sanitary district was incorporated by the state of Illinois in 
1899 and comprised some 386 square miles of territory, including the city of 
Chicago. This district was incorporated solely for the purpose of enabling a 
section of the state to construct and finance the disposal of sewage. It has 
full taxing powers and may borrow money to acquire the necessary plant and 
other assets to perform its work. It has no other functions. The Miami 
Conservancy District of Ohio was incorporated for the sole purpose of enabling 
the people within the drainage area of the Miami River to finance the work 
necessary to protect themselves against floods and washouts. Other special 
districts of this type are the Moffat Tunnel District, including Denver, Colorado, 
and the Port of New York Authority, including a part each of New York and 
New Jersey. 

8 Dillon, J. F., “Law of Municipal Corporations,” p. 67, r9r11, Little, Brown 
& Co., Boston. 
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Effect of superimposed districts on true debt of localities. 
—The obligations of such corporations are secured in essen- 
tially the same way as those of cities and towns, that is, by 
the taxing power applied to the property within the district. 
The presence of such districts, however, complicates somewhat 
the problem of analyzing municipal bonds, for it means that 
a further set of obligations is now imposed on the same prop- 
erty. [hat is, where the school district is practically coter- 
minous with a city, as it often is, the aggregate debt of the 
city includes not only the city debt proper but the school district 
debt as well. In selling the bonds of the school district, it is 
customary for the bond house to show on the bond circular 
only the net school debt, assessed valuation, and population 
for the district, without reference to the city obligations, to 
say nothing of the municipality’s share of the county debt. In 
reality, the problem of determining the exact net debt of any 
given municipal district at a given moment is a rather complex 
one. Further attention is devoted to this matter in subsequent 
parts of this chapter (see page 682). 

Special assessment bonds.—The obligations of these quasi- 
municipal corporations are not to be confused with special 
assessment bonds. The former represent the full obligations 
of a specially created district and are usually payable from 
unlimited taxes on the property located in such districts. 
Special assessment bonds, however, are not general obligations 
of the issuing unit unless so specified, but are payable from 
assessments against the specific property benefited by the ex- 
penditure of the borrowed funds. ‘Thus, in the case of quasi- 
municipal bonds, that is, school, road, irrigation, or levee dis- 
tricts, the problem of financial analysis centers in part on the 
relation of debt to the assessed value of property within the 
area in much the same way that a similar study is made in 
analyzing the bonds of ordinary municipalities. In considering 
special assessment bonds, however, it must be recognized that 
only a part of the entire property of the issuing municipality 
may be assessed. Such bonds, therefore, should be purchased 
only after the investor has studied the character of the district 
responsible for payment, the stability of values within its 
limits, and its ability to meet assessments necessary to pay 
principal and interest. This is necessary, where the issuing 
municipality fails to pledge its full faith and credit for the 
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ultimate payment in case revenues from special assessments 
are inadequate.® 

The distinction between special assessment and district 
bonds should not be interpreted as indicating that the former 
are less desirable, as a class, than the latter. As a matter of 
fact, quite as many recent defaults in the municipal field may 
be found among certain irrigation and road bonds in the west 
and the southwest as among special assessment bonds. The 
principal reason for these defaults has been the lack of ade- 
quate property values oy support the charges incurred through 
borrowing operations.” It may happen that the incorporated 
district comprises farm lands of doubtful value. The issuance 
of bonds is undertaken to provide funds for improvements 
that are expected to raise values. If the project to be financed 
is ill-advised, or improperly executed, the added values fail 
to materialize and the district becomes bankrupt. Where the 
debt service requires a tax so high that it does not pay the 
landowner to meet the assessments, a sheriff’s sale for taxes 
is of little assistance to the bondholders, for it is more than 
likely that the price realized for the land will fail to cover 
taxes, thus requiring the bondholders to bid in order to protect 
their equity. This is especially true, where the district lacks 
fertility or an adequate rainfall. The purchase of irrigation 
bonds, of course, requires an intimate knowledge of the 
project, its engineering problem, and the ultimate increase in 
values that may reasonably be expected to materialize. 

The mere fact that a bond is designated as an assessment 
bond is by no means evidence that it is payable only from 
assessments against the property benefited. The ill favor in 
which such bonds are now held has led municipalities to issue 
bonds to pay for local improvements, and yet to pledge their 








®The student will do well to study the case of Superior, Wisconsin, which 
defaulted on certain special assessment bonds in 1904. See Commercial and 
Financial Chronicle, Vol. 79, p. 2107. 

10 For specific examples, the reader is referred to the following: 

Denver St. Vrain Municipal Irrigation District and Denver-Greeley Valley 
Municipal Irrigation District, Colorado (see Chronicle, Vol. 92, p. 476). 

San Arroga Irrigation District, Colorado (Chronicle, “State and City Section,” 
May 30, 1914, p. 145). 

See also List of Local Improvement District Bonds, State of Washington, in 
default as reported in various issues of Tay ecuient Bankers’ Association 
Bulletins, 1926 and 1927. 
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unlimited taxing power for the payment thereof. In such 
cases, however, the city undertakes to assess special taxes 
against the property benefited in an amount sufficient to pay 
the necessary interest and principal. Failure on the part of 
the city to collect adequate taxes does not relieve it from the 
necessity of meeting the payments on the bonds. This is true, 
for example, of special assessment bonds issued in New York 
and New Jersey. 

Purposes for which municipalities may borrow.—The pur- 
poses for which municipalities may borrow are generally stated 
either in the state constitution or in the statutes which set forth 
the borrowing powers of the state’s political subdivisions. Fre- 
quently, municipalities are definitely prevented from using their 
credit for certain purposes, particularly for the purpose of 
assisting private enterprises. For the purposes of our present 
discussion municipal borrowing may be divided into temporary 
and funded or long term debt. Temporary borrowing opera- 
tions are the result of the peculiar characteristics of municipal 
revenues. Municipalities, of course, derive their revenues 
largely from taxation. Taxes, however, are collected as a rule 
only once a year, or at most twice a year, while the munic- 
ipality 1 is required to provide for almost continuous expend- 
itures. To meet this situation, frequently municipalities are 
obliged to borrow for current expenses. This type of financing 
is sound in the case of municipalities and governments, for it 
avoids the collection of taxes in advance. Furthermore, it is 
often impossible to predict exactly what either revenues or 
expenses will be, with the result that there are inevitable malad- 
justments between income and expense requiring temporary 
financing. Within limits, therefore, all full municipalities and 
other administrative districts are given power to resort to tem- 
porary borrowing in anticipation of taxes. 

Contrasted with this temporary or short term financing are 
the loans of municipalities floated for the purpose of erecting 
public buildings, carrying out public improvements, or other- 
wise performing the logical functions of local government. 
Borrowing may also be undertaken in order to acquire and 
operate industries vitally necessary to the public welfare. 
Ownership and operation of water works has long been recog- 
nized as a proper function for municipalities. More recently 
municipal operation of electric lighting plants, gas plants, and 
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street railways has been undertaken. If the municipality is 
successful in the operation of these undertakings, then the 
revenues therefrom will offset any additional debt charges in- 
curred in the acquisition of the properties. Such municipal 
debt is regarded as self-supporting; that is, revenues from 
operation cover charges and additional taxation is not required 
to meet the payment of interest thereon. A financial analysis 
of the state of a municipality’s credit requires that self-support- 
ing debt be differently treated than debt which must be met 
out of taxes. While it would be difficult to enumerate all the 
specific purposes for which municipalities borrow, the follow- 
ing list will suggest some of the more common: 


Erection of Public Buildings 
City Hall 


Libraries 


Protection 
Police Buildings 
Fire Buildings and Equipment 
Flood Protection 


Public Improvements 
Streets and Paving 
Bridges 
Sidewalks 
Parks 


Sanitation 
Incinerators 
Garbage Disposal 
Sewage Systems 


Education 


Schools 


Municipal Utilities 
Water 
Gas 
Electricity 
Traction 


Municipal operation of public utilities, desirability of — 
Whether it is good practice for a municipality to extend its 
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activities to include the operation of public utilities is de- 
batable. The operation of water systems is so simple and 
standardized and so necessary to a community that little ques- 
tion is ever raised over municipal control of such enterprises. 
When it comes to the operation of electric light and power, 
gas, or traction systems, the question is more difficult to 
answer. The opportunity for mismanagement, political cor- 
ruption, and extravagance is open. It is also possible for those 
in power to conceal operating losses for many years through 
failure to charge adequate depreciation. In other words, it 
is possible for a city to embark on an extended program of 
municipal operation of public utilities which requires heavy 
borrowing. Such loans are enthusiastically authorized, on the 
assumption that they will be self-supporting. Where municipal 
operation proves unsuccessful and charges fail to be earned, 
the debt becomes a charge for the taxpayer. Detroit, 
Michigan, and Seattle, Washington, have probably gone 
farther in the matter of municipal operation of public utilities 
than any of the other larger cities. Thus, Detroit had out- 
standing in 1925 bonds to the amount of $23,551,000, which 
represented the cost of acquiring the Detroit United Railway 
System in 1922."* These bonds, issued by the City of Detroit, 
are direct and unlimited obligations, although, when they were 
issued, it was expected that revenues from municipal operation 
would be sufficient to meet operating expenses and interest 
charges. Seattle, in the same year, had outstanding $13,704,- 
000 street railway bonds and $27,110,000 light and power 
bonds. These bonds, however, are payable, principal and in- 
terest, from the gross revenues of the utility properties which 
they cover and are not supported by the general taxing power 
of the city. In this way, the city avoids the liability of being 
required to meet charges in case of failure, although it is pos- 
sible that she might. feel obliged to assume responsibility in 
order to protect her credit.” 

Maturities of municipal bonds.—The purpose for which 
municipal bonds are issued should govern, to some extent, their 





11 The municipal debt of Detroit, exclusive of water debt, was recently 
$185,537,376. 

12 April 7, 1925, the voters of Chicago voted against a proposal to authorize 
the city to acquire the surface lines of that city at a cost of over $100,000,000. 
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maturities. It is obviously poor financing to issue twenty-five 
or thirty year bonds in order to provide funds to build a road 
whose maximum life is but five years. The inevitable result 
of this policy of loading up the city with long term debts, 
incurred for dissipated assets, would be financial trouble. The 
theory of municipal borrowing is based largely on the idea that 
improvements will add to the general value of taxable 
properties, or that the improvements obtained from the bor- 
rowed funds will be of benefit in subsequent years. On this 
basis, it is proper that the cost of acquiring these improvements 
should be deferred until the added values in taxable properties 
have materialized, or that their cost should be passed on in 
part to subsequent generations through borrowing operations 
which defer payments. That payments should be deferred 
beyond the life of the improvements is, however, entirely 
illogical. 

Recognizing the dangers that may result from lack of con- 
trol over bond maturities, some states prescribe the length of 
time that municipal bonds may run. Massachusetts probably 
has the most complete law in this respect. The statutory 
provisions of this state limit municipal borrowing by restricting 
the purposes for which debts may be incurred as well as their 
maturities. Thus, cities and towns may incur debts within 
specified limits, for the following purposes and payable within 
the time specified: 


1. For the construction of sewers for sanitary and surface drainage 
purposes and for sewage disposal, thirty years. 

2. For acquiring land for public parks under the provisions of Chap- 
ter 45 of the General Laws, thirty years. 

3. For acquiring land for, and the construction of, schoolhouses or 
buildings to be used for any municipal or departmental purpose, includ- 
ing the cost of original equipment and furnishing, twenty years. 

4. For the construction of additions to schoolhouses or buildings 
to be used for any municipal purpose, including the cost of original 
equipment and furnishings, where such additions increase the floor space 
of said buildings to which such additions are made, twenty years. 

5. For the construction of bridges of stone or concrete, or of iron 
superstructure, twenty years. 

6. For the original construction of streets or highways or the exten- 
sion or widening of streets or highways, including land damages and 
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the cost of pavement and sidewalks laid at the time of said construction, 
ten years. 

7. For the construction of stone, block, brick, or other permanent 
pavement of similar lasting character, ten years. 

8. For macadam pavement or other road material under specifica- 
tions approved by the Division of Highways, five years. 

g. For the construction of walls or dikes for the protection of high- 
Ways or property, ten years. 

10. For the purchase of land for cemetery purposes, ten years. 

11. For such part of the cost of additional departmental equipment 
as is in excess of 25 cents per $1,000 of the preceding year’s valuation, 
five years. 

12. For the construction of sidewalks of brick, stone, concrete, or 
other material of similar lasting character, five years. 

13. For connecting dwellings or other buildings with public sewers, 
when a portion of the cost is to be assessed on the abutting property 
owners, five years. 

14. For the abatement of nuisances in order to conserve the public 
health, five years. 

15. For extreme emergency appropriations involving the health or 
safety of the people or their property, five years. 

16. For the payment of final judgments rendered after the fixing of 
the tax rate for the current year, one year. 

17. For such other emergency appropriations as shall be approved by 
a board composed of the Attorney-General, the State Treasurer and the 
Director, one year. 


Other states set arbitrary limits on the time within which 
local bond issues must mature. In New Hampshire and Ver- 
mont all local bond issues must mature within twenty years. 
The limit in Pennsylvania, exclusive of Philadelphia, is thirty 
years; in West Virginia, thirty-four years; in Georgia, thirty 
years; in Illinois, Wisconsin, and Missouri, with exceptions, 
twenty years; in Oklahoma, twenty-five years. In Colorado 
the limit for county bonds is ten years, and for city and town 
bonds not less than ten, nor more than fifteen, years. 

There is a growing tendency for states to require local bond 
issues to mature serially. Formerly, the accumulation of sink- 
ing funds from annual revenues was required in order to pro- 
vide sufficient cash to meet an issue of bonds when it became 
due. There is, however, too much opportunity for misman- 
agement in the operation of these funds to make this a 
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desirable method of meeting the situation. Massachusetts, 
North Carolina, New Jersey, and Ohio, among other states, 
require the serial method of payment of local bond issues. In 
many other states municipalities have adopted this method in 
the absence of specific requirements. 

Financial analysis of municipal bonds.—Up to this point 
discussion has centered on the general aspects of municipal 
financing rather than on the specific factors that make the 
bonds of various municipalities differ in safety and desirability. 
In a broad way, it may be said that those economic factors 
which contribute to the wealth and growth of a local com- 
munity contribute also to the financial strength of its bonds. 
The amount of debt outstanding, in relation to resources and 
population, is also important. Its location in respect to natural 
phenomena, such as floods, earthquakes, and tornadoes, must 
be considered. Finally, the age of the municipality, its past 
debt history, and the character of its population are all matters 
that affect the credit of a given community. 

Local industries——The presence of diversified industries 
within the territorial limits of a local district has the same 
value to the district as was noted in our discussion of state 
bonds. Diversified and growing industries, of course, mean a 
permanent and growing income for the community. Another 
factor of importance is the location of the municipality in re- 
spect to transportation. Cities like St. Louis, Missouri, Dallas, 
Texas, Kansas City, Missouri, Omaha, Nebraska, and Des 
Moines, Iowa, are railroad centers, and, hence, act as dis- 
tributing points for the surrounding country. Even though 
there were no important industries in these cities, there would 
be an element of stability arising from their location as a junc- 
tion point for several important railroads. As contrasted with 
cities that enjoy varied industries or strategic locations, there 
are one-industry communities, or communities whose principal 
industry is mining. Akron, Ohio, for instance, is largely 
devoted to the production of rubber goods. Fall River, Massa- 
chusetts, and Woonsocket, Rhode Island, are essentially tex- 
tile communities. Tulsa, Oklahoma, owes its wealth largely 
to the oil fields in its immediate vicinity. The recent prolonged 
and severe depression in the cotton industry has seriously 
affected property values in Woonsocket and Fall River. A 
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decline in Oklahoma oil production might conceivably result 
in a serious decline in property values around Tulsa. Im- 
portant information regarding the amount of capital invested, 
the character of the industries, and the value of the products 
of the leading industries in more important cities is available 
from the United States census volume on ‘“‘Manufactures.” 

Where a local district is situated close to a large city and 
serves primarily as a residential suburb, the presence of in- 
dustry is not desired. Newton and Brookline serve in this way 
for Boston. There are a large number of such communities 
located in the vicinity of New York. In fact, there are towns 
as far as thirty miles from New York that serve principally 
as residential areas for the metropolis. 

Ratio of net debt to assessed valuation.— Whereas a general 
survey will indicate the permanency that may be expected in 
relation to values in a given case, it fails to give specific in- 
formation in respect to the municipality’s real ability promptly 
to meet the principal and the interest on its debts. A more 
detailed economic analysis is here required. The most obvious 
indication of a municipality’s ability to pay lies in the ratio 
of net debt to the assessed value of the property within its 
area. Such a ratio also makes it possible to compare the status 
of different municipalities by reducing net debt to a common 
denominator. 

Net debt, how to ascertain.—In making the actual compu- 
tations necessary to arrive at this ratio, however, it is necessary 
to define our terms. For instance, What is meant by “net 
debt”? One would obviously be in error were he to use as 
a basis for computations the actual total debt of the munic- 
ipality, for it often happens that sinking funds are held in the 
city’s treasury against outstanding bonds. It is, therefore, 
perfectly proper that these should be deducted from total debt 
before arriving at net debt. But let us consider still another 
situation. Suppose that city 4 operates its own water system, 
which was acquired at a cost of $2,000,000, the entire amount 
of which was secured by a bond issue. Revenues from this 
system, however, adequately cover charges. These bonds, 
accordingly, do not result in a charge on the taxpayer. City 
B, on the other hand, does not own its water system, rather 
is it controlled by private interests. In order to put these two 
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cities on a comparable basis, therefore, it is necessary to 
eliminate water debt from the former in arriving at “‘net debt.” 
In fact, it is usually considered good practice to eliminate all 
self-supporting debt in arriving at the net figure. 

Treatment of overlapping areas.—As contrasted with these 
deductions, however, one must consider the entire question of 
overlapping districts. 'We saw that in some states it is cus- 
tomary to create special school districts more or less coter- 
minous with municipalities. These school districts borrow for 
the purpose of erecting and maintaining schools, thereby reliev- 
ing the municipality from this burden. Where the school dis- 
trict is established, however, the same property is assessed to 
meet its debt as that of the municipalities. As already ex- 
plained, it is proper to add special district debts, or a proper 
portion of them, to the debt of the municipality. The same 
applies to county debt. This should be properly apportioned 
over, municipalities within the county, as should the state 
debt.** 

Proper ratios of debt to assessed valuation.—Assuming 
that the proper methods for determining the net debt of a 
municipality have been established, the question arises: What 
should the ratio of debt to the actual or adjusted assessed value 
of property be?** This is a question that cannot be answered 
precisely. For one thing the size of the municipality will make 
some difference. Undoubtedly the larger the city, the more 
diversified its industries are likely to be, and the more likely 
it is that values will be stable. Consequently, in the case of 
large cities, a higher ratio of debt to assessed value may be 
accepted as conservative than in the case of very small com- 
munities, where main sources of income lie in one, or at most 
several, local industries. The Bureau of the Census divides 
cities having a population over 30,000 into five groups and has 
prepared for each group the ratio of total debt to total as-— 
sessed valuation. The following table gives these data for the 
five groups for the year 1925: 

18 See p. 682, for the practical illustration of this procedure. 

14 Note that we say “actual or adjusted assessed value.” Where a city 


assesses property at less than its real value, then the assessed value should be 
revised to roo per cent. For a further explanation see p. 643. 
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ASSESSED VALUES AND DEBT STATISTICS FOR CITIES OVER 30,000 * 


(Population, 1925) 


Assessed Valuation Ratio of 
: Property Subject Net Debt Net Debt 
Groups of Cities with to General at Close to Assessed 
Specified Population Property Tax of Year Valuation 
Group I. 500,000 population 
and over uncsooe tec etaG $32,121,141,296 $2,636,859,038 8.20% 
Group II. 300,000 to 500,000 
Popularions. ee eee 7, 111,631,322 514,956,850 es 
Group III. 100,000 to 300,000 
POpPal ations ty maior eens 12,903,697,949 862,217,454 6.68 
Group IV. 50,0co to 100,000 
Population’ sree. acieeno ss 7, 508,363,318 426,474,542 5.67 
Group V. 30,000 to 50,000 
populations cce.enn oe 8 meres 3,939,690,978 219,121,350 Baa 


* “Financial Statistics of Cities,’ Bureau of the Census, Dept. of Commerce, 1925, 
PP. 414, 454. 


There is a gradual reduction in the ratio of debt to assessed 
value from the large to the small municipality. The logic of 
this tendency has already been discussed. ‘The average ratios 
in the preceding table also give some idea as to what ratios 
may be considered as conservative. If all overlapping debt 
has been allocated to the municipality under consideration, one 
is probably justified in saying that a 10 to I1 per cent ratio 
of net debt to the true assessed value figure would be con- 
servative for a city with a 500,000 population or over. It 
may be argued that a 10 or II per cent ratio is so low that 
no question could ever be raised concerning the security be- 
hind the bonds, and that a ratio of, say, 20 per cent would 
not indicate too high a debt. Such a ratio in fact would mean 
only that the municipal debt equaled one fifth of the value 
of the taxable property within the district, truly a small per 
cent of total value. Yet it is the effect of the debt on taxes 
and industry that must be considered. As net debt increases 
over 10 per cent of taxable values, the tax rate must be cor- 
respondingly raised to meet debt service. This. discourages 
industry. Furthermore, the reluctance of a municipality to 
levy onerous taxes is generally the impelling motive that has 
in the past led to repudiation with or without reliance on 
technical grounds of invalidity or illegality of issue. Where 
debts are within conservative limits, therefore, the occasion 
for default is lacking. 
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In the case of the smaller municipality, it is justifiable to 
take a somewhat smaller ratio as conservative. Just where 
the real distinction between a large and a small municipality 
should be made is more or less a matter of judgment. One 
may logically make only a small distinction between cities of 
100,000 population, and up. But when one considers munici- 
palities with a population of 50,000 or under, much greater 
attention should be paid to the ratio of debt to assessed valu- 
ation. Thus, in establishing theoretically conservative ratios, 
one would probably reduce the limits only slightly for cities 
in Groups II, III, and IV; but in respect to cities in Group 
V, and particularly in respect to cities and towns with a popu- 
lation under 30,000, a decided lowering of the limits is de- 
sirable. A 6 per cent ratio may be set for cities coming in 
Class V, and, for smaller localities, particularly where popu- 
lation is under 10,000, the limits should probably be lowered 
gradually to 4 or § per cent. 

In establishing theoretical limits of this nature, it is neces- 
sary to explain that they are only rough guides and that 
special factors are often present to alter the situation. Com- 
pare, for example, a town with a population of 3,000 located 
in a mining district, with a town of equal population situated 
close to a large city. Undoubtedly, one should insist on a 
much lower ratio in the first case than in the second, to ac- 
count for the greater stability in values found in the latter. A 
study of recent defaults in municipal bonds will show that they 
have occurred almost entirely among special assessment issues 
or among those of small localities lacking diversification. On 
the other hand, with the rough limits which have been set up 
as a guide, the investor is in a position to compare the rela- 
tive debt of a given municipality with a wide range of other 
factors, including type and diversification of industry, char- 
acter of the population, age of the community, its location, 
its nearness to other municipalities, its legal control over bor- 
rowing operations, and its liability to widespread damage from 
natural phenomena, in an effort to test the reasonableness of 
its debt ratio. 

Per capita debt.—Another test which supplements to 
some extent the ratio of net debt to assessed values involves 
a determination of the net debt per capita of the municipality. 
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The possible errors that arise in the process of assessment, 
and the avowed policy of some states in allowing assessments 
at rates substantially below the actual value of the property, 
make it advisable to find a means of checking the ratio of debt 
to assessed value. This is made possible by ascertaining the 
‘net per capita debt’’ of the district. Despite the fact that 
the actual per capita wealth of communities varies rather 
widely, per capita debt figures do indicate to some extent the 
ability of a municipality to discharge its obligations. After 
allowing for the rather wide differences that exist in the per 
capita wealth of communities, a per capita debt of $350 for 
a municipality of, say, 100,000 population, would appear 
high. On the other hand, a per capita debt of $50 would 
appear very conservative. The question arises, What figures 
may be adopted as normal? Again, one comes to the in- 
evitable conclusion that the larger the city or the municipality 
the larger the per capita debt may be without placing an undue 
financial burden on the community. ‘The reasons for this con- 
clusion have already been discussed in part. An additional 
factor must be explained, however, and that is the fact that 
wealth is concentrated in large cities, thus resulting in larger 
wealth per capita in such localities. Theoretically, this factor 
does not enter the situation in discussing the ratio of debt to 
assessed valuation, for the variable unit, wealth, has been used 
as the denominator. As a matter of fact, however, much of 
the wealth that is concentrated in larger communities is in- 
tangible, that is, it is in the form of stocks, bonds, and other 
evidences of wealth that are not easily assessed. Hence one 
may even conclude that actual wealth increases more rapidly 
than assessed values as the size of the municipality in- 
creases. 

Proper ratios of debt to population.—The clue to the proper 
limits for per capita debt is likewise found in the census com- 
pilations. Based on data for 1925 the following averages 
appear for the various groups of municipalities established 
by the census: 
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PER CAPITA ASSESSED VALUATION AND DEBT STATISTICS 
(Cities over 30,000 Population, 1925) * 


Per Capita oF Gross DEBT PER CAPITA ASSESSMENT 
For General For SUBJECT TO THE 
Groups of Cities Departments Public Per Capita GENERAL PROPERTY TAX 
with Specified Total and Service of 
Population Municipal Enterprises Net Debt 
Service and Assessed Estimated 
Enterprises Investment Valuation True Value 
500,000 and over... $225.14 $197.20 $27.85 $147.86 $1,801.19 $2,201.58 
300,000 and less than 
IS OOfOOO arat ae a rape nt 149.01 106.44 42.57 116.61 1,610.47 Longer 
100,000 and less than 
BOOt000. anche es 120.95 90.16 30.79 91.77 1,373.43 1,769.20 
50,000 and less than 
LOO;OOOs 56 ol getsiers 95-45 76.67 18.77 ™.72 ESr5 53) 1,728.43 
Over 30,000 and less 
than 50,000...... 87.07 Te OT 15.86 64.34 1,156.84 1,602.80 


* “Financial Statistics of Cities,” 1925, pp. 414, 455- 


Here is conclusive evidence that per capita wealth decreases 
with the size of the municipality. Furthermore, the per capita 
debt for groups varies directly as the size of the municipalities 
within the group vary, indicating that it is current practice for 
the smaller municipalities to keep down their per capita debt 
as compared to the larger ones. In view of this situation, it 
is entirely logical that any theoretical limits should take into 
account this tendency. Again, at the risk of appearing dog- 
matic, the following limits are suggested as conservative. 
These, it will be understood, apply under our own methods 
of computation, which provide for determining the aggregate 
debt of the community after apportioning all overlapping dis- 
trict debts, and after deduction of self-supporting debts and 
sinking fund.*® 


SUGGESTED LIMITS TO PER CAPITA DEBT 
Limit Suggested as 


Group Conservative for 

per Capita Debt 
MD ps sesciovahagahs hcctes cys? Weetent eee oP ee $150 
ae NSS ces telat rete Sete ee eee eee eee 125 
Diyas aires hee chit dese eeeee 100 
LINO hy Soe SA Pits i te ok sin.c 6 bow OF, or 80 
Vcisst siciereteus (one = see mie piste eerste 75 
Population less than 30,000......... 40 to 75 


Municipal revenues and expenses, analysis of.—Further 
information relative to the manner in which municipal finances 
are administered is available through the Census Bureau, 





15 The census data previously given are based on the debts of the municipalities 
proper, with no adjustment for overlapping areas, 
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which issues annually for all the states and many of the more 
important cities analyses of revenues, expenditures, and debt. 
The following analysis for the city of Stamford, Connecticut, 
for the year ended December 31, 1925, indicates the manner 
in which this information is provided. From these reports it 
is possible to determine whether a municipality is extravagant 
in its current operating expenditures, the extent to which it 
has been required to balance revenues with expenditures by 
borrowing, and the increase in debt from year to year. 


DEPARTMENT OF COMMERCE 
WASHINGTON 


FINANCIAL STATISTICS OF THE CITY GOVERNMENT 
OF STAMFORD, CONN., FOR 1925 


Washington, D. C., September 16, 1926.—The Department of Com- 
merce announces a summary of the financial statistics of the city corpora- 
tion of Stamford, Conn., for the fiscal year ending Dec. 15, 1925. It 
should be noted that, in order to put the city of Stamford on a basis 
comparable with those cities in which the towns are a part of the city 
corporation, the figures here given include 81.7 per cent of the transac- 
tions of the town of Stamford for the fiscal year closing Sept. 30, 1925, 
the percentage being based on the ratio of the assessed valuation of the 
city to that of the entire town. 


Expenditures 


The payments for maintenance and operation of the general depart- 
ments of Stamford, Conn., for the fiscal year ending Dec. 15, 1925, 
amounted to $1,690,523, or $41.55 per capita. In 1924 the comparative 
per capita for maintenance and operation of general departments was 
$37.69, and for 1917, $22.34. The interest on debt amounted to 
$159,997; and outlays for permanent improvements, $579,918. The 
total payments, therefore, for expenses of general departments, interest, 
and outlays, including the town, were $2,430,438. The total payments 
included for the town amounted to $1,317,531. Of this amount, $915,- 
880 represents the expenses for maintenance; $86,775, interest on debt; 
and $314,876, outlays. The totals include all payments for the year, 
whether made from current revenues or from the proceeds of bond issues. 


Revenues 


The total revenue receipts of Stamford for 1925, including the town, 
were $2,311,228, or $56.80 per capita. This was $460,708 more than 
the total payments of the year, exclusive of the payments for permanent 
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improvements, but $119,210 less than the total payments including those 
for permanent improvements. These payments in excess of revenue 
receipts were met from the proceeds of debt obligations. The revenue 
receipts included for the town amounted to $1,087,604. Property taxes 
represented 91.4 per cent of the total revenue for 1925, 91.3 per cent 
for 1924, and 85.3 per cent for 1917. The increase in the amount of 
property taxes collected was 112.8 per cent from 1917 to 1924, and 
15.8 per cent from 1924 to 1925. ‘The per capita property taxes were 
$51.93 in 1925, $46.00 in 1924, and $23.04 in 1917. 


Indebtedness 


The net indebtedness (funded or fixed debt less sinking fund assets) 
of Stamford on Dec. 15, 1925, was $3,856,738, or $94.79 per capita. Of 
the total net indebtedness $2,951,099 was for the town. In 1924 the 
per capita debt was $60.31, and in 1917, $43.60. 

The increase in net debt reported for 1925 was due to a bond issue 
for school purposes. 


Assessed Valuations and Tax Levies 

For 1925 the assessed valuation of property in Stamford subject to 
ad valorem taxes for city corporation was $60,547,621. The levy for 
all purposes for 1925 was $2,123,735, of which $1,151,339, or 54.2 
per cent, was levied for the city corporation; $899,738, or 42.4 per cent, 
for the town; $50,255, or 2.4 per cent, for the state; and $22,403, or 
1.1 per cent, fer the county. The per capita tax levy for the city, town, 
state, and county was $52.19. 


Municipal tax rate——Another test of the financial opera- 
tions of a municipality is found in the tax rate applied to the 
assessed value of property within the area. A total tax rate 
between $20 and $35 per thousand of corrected assessed 
values may be considered as reasonable. A higher rate should 
require an explanation. It will be found that a rate of $30 
or over places a burden on the property owner that reacts 
unfavorably on the community. Not only is industry directly 
burdened by the high tax rate, but indirectly through the higher 
rents that must be charged. 

Municipal analysis card explained—Up to this point the 
more important financial factors that should be analyzed in 
studying the obligations of municipalities have been con- 
sidered. In order to provide a convenient method for mak- 
ing the necessary computations and presenting the preceding 
data on a comparable basis, the author has devised a “‘munici- 
pal analysis” card, along the following lines: 
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The first section of the card is devoted to matters of gen- 
eral interest, such as the county and the state in which the 
municipality is located, its date of incorporation, the type of 
corporation, whether a city, town, borough, or school district, : 
the character of its population, whether predominantly white, 
or part white and part negro, its past debt history, the debt 
limits established for the municipality, whether subject to 
natural phenomena or not, and the nature of essential indus- 
tries within the district. Thus is given a general picture of 
the municipality. The second section provides for recording 
the actual debt of the corporation according to the purposes 
for which issued. The headings here require no elaborate 
discussion. Additional space is left for listing debt which can- 
not be classified under the printed captions, such as temporary 
certificates, assessment debt, etc. The aggregate of these 
debts will constitute the total direct obligations of the munici- 
pality. To this direct debt must be added the city’s share of 
any special district debt, of the county debt, and also of the 
state debt. The most -practical basis for apportioning this 
overlapping debt is to ascertain: (a) the assessed valuation of 
city property, (b) the assessed valuation of property given 
for each overlapping district, and (c) the net debt of each 
overlapping district, county, and state. Assuming, now, that 
we are dealing with districts that include the entire municipal- 
ity as well as additional area, we next find the proportion of 
(b) the assessed property values in the larger area that 1s 
found in (a) the city or town itself. This ratio (which would 


be ) is applied to (c) the net debt of the larger area, and 


the result (c x 5) is considered the debt properly appor- 


tioned to the city proper for each overlapping district. Where 
the special district constitutes an area coterminous with the 
municipality, or entirely within the boundaries of the munici- 
pality its entire net debt should be added to the total direct 
obligations thereof. On the other hand, where the area of the 
special district covers only a part of the municipality and ex- 
tends beyond it, a difficult situation is created, in that it is 
often impossible to ascertain exactly what portion of the district 
actually belongs to the municipality. Situations of the lattér 
nature, however, are rare. Generally the municipality lies 
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entirely within the area of a larger district, except in the case 
of school or sanitary districts, which are sometimes coter- 
minous with the municipality or found entirely within the lat- 
ter’s boundaries. 

The total of direct obligations plus the apportioned district 
debt constitutes the total gross debt of the municipality. From 
this must be deducted sinking funds and self-supporting debt 
for reasons already explained. The net debt so obtained will 
indicate rather more accurately than the “net city debt 
proper” the actual extent to which the property within a given 
area has been “pledged,” so to speak, for the payment of debt 
service. It is this figure, therefore, that we shall refer to 
as the municipality’s net debt. ; 

The final section of the card provides for recording the 
assessed valuation of property subject to tax, the basis of 
assessment, the ratio of debt to assessed valuation, population, 
per capita debt, and the tax rate. Subsequent sections are 
left for entering not only a general municipal rating but also 
a rating on special issues. It is possible to work out a system 
whereby municipalities may be rated for investment purposes. 
This is done by considering a perfect situation as 100 per cent. 
This would presuppose a municipality with a clear record of 
debt payment for the past thirty years, with no outside hazard, 
such as threatens San Francisco, Galveston, lower Florida 
municipalities, or Mississippi basin districts; with satisfactory 
debt limits; and with reasonably varied industries. It would 
further require that the ratio of net debt to assessed valuation, 
per capita debt, and tax rate all come within the limits pre- 
scribed as conservative. For variations from these ideal con- 
ditions deductions ate made. There is little advantage in de- 
vising at this time a rigid set of deductions, for the entire 
matter is obviously one of judgment. The chief gain from 
the operation of such a plan is the fact that, whatever system 
of penalties is used, municipalities will be rated in order of 
preference. It will further appear that the yields at which 
the bonds of various cities sell do not always register their 
credit position. In other words, it is often possible to select 
bonds with a yield of from % to % of a point higher than 
actually appears warranted by the relative risk present. Fur- 
thermore, by making the preceding analysis annually for the 
bonds one holds, it is possible to purchase bonds of second 
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grade municipalities with small chance of loss. The debt situ- 
ation can be constantly watched and any undue extension of 
credit can be detected in time to enable the investor to dispose 
of his holdings. 

Municipal bonds, tax exemption, and yields.—Municipal 
bonds are exempt from all Federal taxes except inheritance 
taxes; and may or may not be exempt from local taxes. In the 
case of Pennsylvania, New York, Connecticut, and Massa- 
chusetts, among other states, all or certain municipal bonds are 
exempt from local as well as Federal taxes. This results in 
giving the municipal bonds of these states which are exempt 
a local market. Consequently, they usually sell somewhat 
higher than so-called “general market’ municipals of the same 
grade. The exemption which municipals enjoy from Federal 
taxes, as well as their inherent safety as a class, causes them 
to sell at yields somewhat lower than the yields at which high 
grade railroad and public utility bonds sell, although the ad- 
vantage attributable to the tax exempt feature was not offset 
by a reduction in yield during the period of war taxes. In 
other words, during years of high taxes, municipal bonds were 
very attractive in terms of net yield (after taxes) to the tax- 
payer in the higher income tax brackets. In view of the pos- 
sibility that income taxes will be further reduced during the 
next decade, it is likely that future differences in yield be- 
tween municipals and other classes of bonds will register only 
their additional safety, in which case the special market at- 
tributable to tax exemption will be narrowed. If this view 
is correct, we may expect their prices in the future to be 
governed largely by conditions in the money market and to 


fluctuate in sympathy with prices of high grade corporation 
bonds. 


CHAPTER XXVI 
FOREIGN INVESTMENTS 


Foreign investments, classification of, according to issuing 
unit.—In the field of foreign investments there are many of 
the same distinctions between types of securities, such as bonds 
and stocks, as are found in the domestic market. The extent 
to which a given issue of bonds is secured in respect to earn- 
ings and assets likewise varies according to the deed of trust 
under which the bonds are issued. Similarly, there is a 
classification of stocks as between common or ordinary shares, 
and preference shares. The type of business conducted by 
the issuing concern likewise may be used as a basis for classi- 
fication. In short, all that has previously been said in respect 
to the classification of domestic securities may be considered to 
apply to foreign investments. 

Foreign civil obligations.—It will help us, however, if we 
emphasize certain aspects of our classification at this time. 
One major distinction to be recalled pertains to the issuing 
unit. Foreign securities may represent the obligations of 
foreign governments. For many years this was the main type 
of foreign security traded in in this country. Domestic finan- 
cial markets have only recently absorbed on a large scale the 
securities of privately owned foreign corporations. In the 
case of foreign government securities, a further classification 
is possible. The obligor may be a central government, such 
as the Republic of France, the Dominion of Canada, or the 
United Kingdom; or the issuing unit may be some political sub- 
division of an empire or a republic. Thus, in Canada, one 
finds not only bonds issued by the Dominion government, but 
civil obligations issued by the various provinces, such as bonds 
of the Provinces of New Brunswick, Ontario, and so on 
There are also bonds issued by individual municipalities, such 
as Ottawa, St. John, and Montreal. This same situation 
applies in the case of the civil obligations of many other 
countries. 
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Foreign corporate securities.—The corporate or joint stock 
form of business undertaking is prevalent in many of the more 
developed countries of the world. Accordingly, there are 
enterprises engaged in various lines of manufacture and min- 
ing; in the furnishing of steamship, railroad, or public utility 
services; and in the banking, insurance, or investment fields. 
Thus; among some of the more important foreign corporate 
issues recently floated in the United States, are the follow- 
ing:* 


Date of Amount 
Country and Enterprise Issue Issued 
France 
French National Mail S. S. Lines............ mats 1924 $10,000,000 
International Power Securities Corp. 614’s......... 1924 4,000,000 
Germany 
Fredi Krupp htda caccec aie cirieis ta oeiaee ae nes 1924 10,000,000 
August Thyssen (iron and steel works)............ 1925 12,000,C00 
CentraleBbank sofa Acricultures: irene ea 1925 25,000,000 
Sweden 
Internationale \fatchs Come et Reet entrees 1923): 15,000,000 
Japan 
‘RohoyElectricsPower1Co.. sooner 1925 15,000,000 
Mexico 
Mexicanubetroleumu Conny weir testi ties vere 1921 10,000,000 
Peru 
Cerroydes bP asco™ Copper Corpse teenie tetera 1921 2,755,000 
Cuba 
Eastern Cuba Sugar Corporation.................. 1922 10,000,000 


This table has been presented to bring home the fact that 
private enterprises organized in foreign countries may be 
financed in very much the same way that domestic enterprises 
are financed, that is, by the issue of stocks and bonds. The 
financial analysis of the foreign corporation, as well as a study 
of its management, characteristics, and products should be 
made along similar lines to those prescribed for domestic cor- 
porations. The only difference between the two types of se- 
curities arises from the fact that the foreign corporate issue 








1 For a complete list of the more important dollar securities of foreign corpora- 
tions outstanding in the United States in 1925, see Dunn, R. W., “American 
Foreign Investments,” pp. 36-43, 1925, Huebsch and the Viking Press, New York. 
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suffers or benefits from the political and the economic status 
of the country in which it is situated, whereas, in the case of 
domestic securities, we regard this phase of the question as a 
constant in making our analysis. 

Foreign securities, classification of —Another basis of clas- 
sifying foreign securities involves the currency in which they 
are payable. Thus, foreign loans may be payable in dollars, 
in pounds sterling, or in the currency of the country in which 
they are issued. 

Among the various issues of French government bonds 
commonly quoted in this country are the following, both 
principal and interest of which are payable in francs: 


Republic of France......... 5% National Defense Loan of 1915-1916 
Republic of France......... 5% Premium Loan of 1920 
Republic of France......... 6% Internal Loan of 1920 


On the other hand, the following French issues listed on the 
New York Stock Exchange are payable, both principal and 
interest, in dollars: 


Republic of France.... 25 year Sinking Fund External 8% Loan of 1920 
Republic of France.... 20 year External 712% Loan of 1921 
Republic of France.... 25 year Sinking Fund External 7% Gold Loan of 1924 


Foreign currency bonds, risks attached to.—Where the 
bonds of a foreign country are payable in the currency of the 
issuing country, the investor assumes the risks arising from 
fluctuations in exchange. The par of exchange is determined 
by computing the number of units of one standard coin that 
are required to supply the gold content of the second standard 
coin. Thus, the par of exchange as between the pound sterling 
and the American dollar is 4.8665, which is equivalent to say- 
ing that each English pound has the gold equivalent of 4.8665 
dollars. Similarly, the par of exchange between Germany 
and the United States is .2383, which means that a German 
mark has the gold equivalent of $.2383.? In the case of 








2’'The par of exchange, in terms of American dollars, is as follows for other 
leading commercial countries: 


Country Par of Exchange 
MN Trancema (francs istnkieta.ce meee as cts $.193 
ENG? (GUN xo. qhrow yaaa met ooonn Bo Coan .193 
Brazilian (qniilrests er mae eietetoke os es 3244 
(Ar gentin awe GpesOs a paesamin trier orto .9648 


lope: Gals oobeseosmporens.onen obec 4985 
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countries on an unrestricted gold standard, exchange rates can- 
not vary very far from par. Otherwise, gold is exported or 
imported. In such cases, therefore, the risk of exchange fluc- 
tuations is slight. In the case of countries on an inconvertible 
paper standard, however, there may be wide fluctuations in 
the rate of exchange. Thus, for many years prior to the 
Great War, the exchange rates between the United States and 
France did not vary greatly from par. During and particu- 
larly after the War, however, there was a rapid drop in the 
value of the franc as indicated by the following table: * 


VALUE OF THE FRANC, NEW YORK 


Year Average 
NONEY CSG wooo domonke Con 6206 O00 19.27 cents 
TOUS. cccusterele cic cristsiare ocpeselelerie sere 17.97 

KOU waste cantata als ctepto snc foreheve hey verete sy 17.30 

LCA een tina DOr ora oad tT Orec 13.68 

LOPE Goo agar ao pond bono nooo bad 7.456 

NOPE}. whos 9 UOM OneLonacOeCo-00 HOU 6.072 
OVI aSneabonopobs0 Uno G0 Bos hort 4.767 


This situation seriously affected the American holder of 
bonds payable in francs, for his interest payments, to say noth- 
ing of principal payments, were first received in the depreci- 
ated currency and had to be converted into dollars before 
they really became available. To illustrate this more clearly 
let us consider a specific case. During May, 1927, the quo- 
tations on the French 5 per cent National Defense Loan 
bonds previously listed were approximately $31 per 1,000 
francs. The quotations on the 7 per cent External Loan 
bonds of 1924 at the same time were about 103%. If we 
convert the first issue at par, on the assumption that a franc 
is worth $.193, then the par for a 1,000 franc bond, in dol- 
lars, would be $193. The bonds were thus quoted, in terms 
of dollars, at a discount of approximately 84 per cent, while 
the other issue was selling at a premium of 3% per cent. Any 
improvement in exchange rates would yield a profit to the 
present purchaser of these bonds, whereas any reduction in 
exchange would cause a further decline in price. 

Precisely the same situation applies in the case of other bonds 


3 Taken from Review of Economic Statistics, “Supplement,” December, 1926, 


p. 250. In July, 1926, the value of the franc reached the low monthly average 
of 2.466 cents. 
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payable in foreign currencies. The American investor must 
figure on converting the foreign currency into dollars before 
it is available in this country. This involves the risk of ex- 
change operations. Where the country is on an inconvertible 
paper basis, as many of the European countries were during 
and after the War, exchange rates are affected, not only by 
trade balances, but by the extent to which paper currency is is- 
sued and prices advance within the issuing country. That is, 
the domestic depreciation in currency, as indicated by the 
advance in prices within the country, is reflected in a fall in 
exchange rates. ‘This is inevitable, since the value of the cur- 
rency abroad in such cases is determined by the amount of 
goods it will purchase and not by its nominal par. 

Pre-war position of United States in international finance. 
—-Prior to the Great War the United States did not play a 
prominent part in international finance. This may be ac- 
counted for on several grounds. In the first place, investment 
opportunities in the domestic market were sufficient to absorb 
a very large share of our available capital. The rapid indus- 
trial growth which took place in this country during the latter 
part of the nineteenth and the first part of the twentieth cen- 
turies brought this situation about. In fact, far from having 
funds available for investment abroad, there were large 
amounts of foreign capital invested in the United States. A 
survey of American history during the nineteenth century 
shows conclusively that we were a debtor nation until the out- 
break of the European War. In 1843 a committee of the 
House of Representatives estimated the amount of state and 
city debt held outside the United States at $150,000,000.* In 
1853 the amount of foreign capital invested here was esti- 
mated by the Secretary of the Treasury at $222,000,000,° 
whereas, by 1860, the amount had risen to approximately 
$400,000,000. The Civil War, however, resulted in the resale 
of a substantial amount of railroad and other securities in the 
domestic market. 

In 1873, when the panic occurred, it is estimated that 
foreigners owned American securities to the amount of $1,- 
500,000,000. In 1880, this amount had increased to $2,000,- 





4 House Report 296, 27th Cong., 3d sess., March 2, 1843, pp. 3, 7. 
5 Sen. Exec. Doc. 42, 33d Cong., rst sess., March 2, 1854, p. 2. 
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000,000, of which about $1,535,000,000 represented invest- 
ment in American railway securities.© At the close of the 
nineteenth century the amount invested by foreigners in this 
country was approximately $3,300,000,000," whereas, at the 
close of 1913, foreign investment in American markets 
amounted to between $4,000,000,000 and $5,000,000,000.* 
On the other side of the ledger, Americans were holding 
foreign securities in the amount of about $2,600,000,000,” 
leaving the debt of this country to foreigners between $1,500,- 
000,000 and $2,500,000,000. 

Foreign trade prior to the War.—Another reason which 
explains in part our lack of interest in foreign investments 
prior to the War is to be found in our foreign trade relations. 
At no time in its comparatively brief history has this nation 
been dependent on foreign markets as an outlet for manufac- 
tured goods. We did not have the commercial interests 
abroad that either Germany or England had prior to 1914 
and were not, therefore, in a position of having to advance 
capital for the purpose of stimulating trade. Prior to 1914 
our imports and exports, including invisible items, approxi- 
mately balanced. It is true that, consistently, there was an 
excess of merchandise exports over merchandise imports; but 
this excess was offset by payment for such invisible items as 
interest on loans held by foreigners, payments for banking 
and insurance services, tourists’ expenditures, and remittances 
abroad by immigrants. In’short our pre-war position in world 
trade was not such as to encourage an extension of loans in 
foreign countries. 

America’s financial position, effect of War on (1914 to 
1919).—The emergency created by the Great War required 
European belligerent nations to use a large part of their cap- 
ital surplus for military purposes. This, of course, cut off the 
source from which undeveloped countries outside the war area 
had been accustomed to borrow. Furthermore, the belliger- 
ents themselves, particularly the allied countries, purchased 
heavily in the American markets both before and after 1917. 





6 U. S. National Monetary Commission, Publications, or 20, Pp. 173. 

7 Yale Review, Vol. 9, pp. 265-285. 

8 Economic W orld, N.S.V. 24, Pp. 413. 

® Fisk, H. E., “The Inter-Ally Debts,” Bankers Trust Co., New York, p. 306. 
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England, France, and Belgium relied heavily on America for 
all sorts of supplies and services throughout the conflict. 
Four ways were open to European nations for financing 
these war purchases. Payments might have been made with 
gold or with other goods. Up to a certain point gold was 
used as a means of paying for war purchases. The amount 
of gold imported into this country as a partial means of off- 
setting adverse trade balances for the period from June 30, 
1914, to December 31, 1919, inclusive, was as follows: 


NET IMPORTS OF GOLD INTO UNITED STATES 


(In $1,000) 

Year Net Imports 
June rsose Toray tol Dectegr,: 1915... ere ies $308,532 
ror6s(calendaryear)tuch caitlin cece cheese 530,197 
ror (calendar Year rast. cals ase teks 180,570 
LOU Su CALE Atavied EN Ne  hicitenn &atutanseaes es 20,973 
TOLO* (calendarty ear) weartee gets Het ee 291,651 * 


* Excess of exports (U. S. Statistical Abstract, 1925, p. 437). 


The use of gold as a means of meeting continuously adverse 
trade balances, however, was limited to the amount of gold 
that could be spared by the banking systems of the belligerent 
countries. 

Another method involved the resale in American markets 
of domestic securities. This was done on a large scale, it being 
estimated that between 1914 and 1919 the value of returned 
securities amounted to about $2,000,000,000." The fourth, 
and most widely used, method of financing war purchases in 
this country was by means of loans floated here. It is esti- 
mated that up to 1919 total loans placed in the United States 
amounted to very nearly $9,000,000,000. ‘This sum was 
made up as follows: ™ 


Private Loans floated in United States.................. $1, 520,100,000 
Direct Loans of United States Government to European 
GGOVEUNMENES Rotel revatio a iciou ae wie oa gic Se lerast ay ruecesiaien ds 7,319, 500,000 


After effects of the War (1919 to 1925).—The effects of 
the War did not end with the declaration of peace. All of 





10 Review of Economic Statistics, Vol. 1, p. 246. D. R. Crissinger places 
the value even higher, his estimates running as high as $3,000,000,000, Economic 
World, n.s.v. 24, Pp. 413. 

11 Review of Economic Statistics, Vol. 1, p. 248. 
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the belligerent nations of Europe were impoverished. There 
was a distinct lack of capital goods with which to reéstablish 
industries on a peace time basis. Devastated regions had to 
be restored. Currencies required stabilization. In short, the 
rehabilitation process required large amounts of capital. At 
the same time, South America, Japan, and other countries, 
which, previously, had looked to Europe for capital, now had 
to seek new sources of supply in the absence of a capital sur- 
plus in the markets of Europe. 

The only nation ina position to meet these enormous demands 
was the United States. The great productive machinery of this 
country after the War was in better shape than ever before 
and the United States had acquired a large share of the 
world’s gold supply, which could be used as the basis for ex- 
panding credits.1? At the same time, this country had a dis- 
tinct interest in seeing rehabilitation on a large scale in 
Europe, not only that the market for American goods might 
be reinstated, but that these nations might become better able 
to repay their war debts. For trade reasons also it was desir- 
able to encourage the development of newer countries, such 
as the South American republics. 

Another factor that has had a bearing on our position as 
a creditor nation during the post-war period has been the 
abundance of loanable funds seeking employment. ‘The de- 
velopment of the Federal Reserve System resulted in a much 
more efhcient use of our gold supply as a basis for credit. 








12 Net imports of gold continued on a large scale from 1920 through 1924, 
as the result of the post-war demand for goods, the heavy interest payments 
due the United States, and the continued upheaval of currency systems in 
European countries. It is estimated that, in 1924, the amount of monetary 
gold stock in the world was $9,669,000,000, of which the United States held 
$4,547,000,000, or approximately 50 per cent. These statistics and the following 
table are taken from “U. S, Statistical Abstract,’ 1925, pp. 232 and 437, 
respectively, 


TABLE SHOWING NET GOLD IMPORTS 


(1920 to 1925, in $1,000’s) 


Year Net Imports 
TO2OE ofa Eres Mees $ 94,977 
TQ2Y age rare «teeter aey easter epee 667,357 
EP eR OOS BOO OST 238,295 _ 
O29) elas oc nvae.- asennad 294,073 
CPV Sonasododsovocup au mo: 258,073 


Pre ioc Moron aoacende 134,367 (excess of exports) 
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This, coupled with the gold imports just referred to, has, dur- 
ing recent years, created an exceptionally easy money market 
here. It is safe to assume also that national savings mounted 
rapidly during the years 1921 to 1925, thus adding to the 
fund of capital seeking employment. It is little wonder, in 
view of this entire situation, that investors in this country have 
entered the field of foreign investment on an increasing scale. 

Foreign loans of United States, recent estimates of —We 
need not concern ourselves with the detail of foreign govern- 
ment obligations held by the United States Government. On 
October 31, 1927, the total principal amount of such obliga- 
tions held by the United States amounted approximately to 
$10,912,500,000, of which $6,818,15 4,785 had been funded.** 
This is an enormous sum. The annual interest on the prin- 
cipal at 3 per cent amounts to over $300,000,000. 

The statistics of so-called private loans, which foreign 
governments and corporations have sold in the United States 
in recent years, indicate the widespread interest that the invest- 
ing public of this country has shown in foreign investments. 
The following table ** shows the amount of foreign securities, 
exclusive of refunding issues, floated in the American market 
during the years 1920 to 1927, inclusive: 


FOREIGN SECURITY FLOTATIONS IN THE UNITED STATES 


(New Capital Issues, in $1,000,000’s) 


Year Amount 
1020 Wee Rete ree ee $ 448.7 
OPHE Saduossangoaen sao mee aC 603.2 
TQ220 ce ch i eusiaker steerer thes 750.0 
bY EO eo crolant Sao OED Bier BOM OI 311.8 
POLY 64.0 6 co uo ReOn LolbrniOG 1,050.0 
TUE CHLS arto Be Cr eon 1,100.0 
GMS. SocgeoneoddDocHUa AD SOU 1,032.8 
1927 (first 11 months)...... 1,193.5 


In 1926, the total foreign capital issues, new and refunding, 
floated in this country, amounted to $1,286,000,000, of which 





13 Treasury Department, Monthly Statement of the Public Debt of the United 
States, October 31, 1927. The reverse side of this statement gives in detail the 
security holdings of the United States Government. 

14 Federal Reserve Bulletins, figures for 1920-1923, from Vol. 10, p. 93; for 
1924, Vol. rz, p. 782; for 1925, Vol. 12, p. 148; for 1926, Vol. 13, p. 85; for 
1927, Vol. 14, p. 19. 
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$726,600,000 were issues of foreign governments, $5 47,800,- 
000 were issues of foreign corporations, and $11,600,000 
were issues of the insular possessions of the United States.*® 

The current rate at which foreign loans are being distributed 
in this country and the extent to which distribution is being made 
among small investors leaves no doubt as to the growing inter- 
est in.this type of investment. 

Foreign investments and international trade: theory of 
international payments.—It is impossible for a country to have 
an adverse balance of trade continuously for an indefinite 
period, including both visible and invisible items, except in the 
case of gold producing countries, in which case gold assumes 
the status of any other commodity. Conversely, it is impos- 
sible for a country to have a continuously favorable balance 
of trade, invisible and visible items considered. ‘The reason- 
ing behind these statements involves an analysis of the effect 
of gold exports and imports on prices. Normally, exports 
are used to pay for imports. If the balance of trade of a par- 
ticular country is unfavorable, either gold must be used to 
meet the deficit, or the deficit must be made up by borrowing. 
Borrowing operations, however, cannot be continued indefi- 
nitely for reasons that are obvious. 

The exodus of gold from a country tends to lower prices, 
which makes the country a good market in which to buy and 
a poor one in which to sell. ‘Thus, there is set up a series 
of forces tending to bring exports and imports into balance. 
The reverse situation applies in the case of countries which 
have favorable balances of trade for a substantial period. 
Such countries can lend funds abroad for some time; in other 
words, they can export capital, but sooner or later gold move- 
ments will cause an adjustment in the price level within the 
country which will tend to restore the balance of exports and 
imports. 

Visible and invisible trade items.—The first effect of a lack 
of balance between exports and imports is felt in exchange . 
EAtesemeten country is selling more than it is purchasing, its ex- 
change, that is, the price of drafts on banks within its borders, 
advances in foreign countries. Similarly, if it is continaally 





15 See also Moody, “Manual of Investments, Governments and Municipals,” 
various, 
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importing more than it is exporting, its exchange falls in other 
markets and bills on foreign countries advance in price. The 
reason for this is that, customarily, payments in international 
trade are made by means of drafts against balances or credits 
in the country in which payment is to be made, and, when 
trade is not balanced, there is a maladjustment between the 
demand and the supply of drafts on foreign countries. 

Credit balances of the nature just described can be created 
by: (a) sale of goods or services abroad, (b) borrowing, (c) 
shipment of gold abroad, or (d) receipt of interest on loans 
previously made abroad. Similarly, such balances have to be 
drawn against to pay for: (a) goods purchased, (b) prin- 
cipal or interest on loans, (c) services purchased abroad. In 
other words, there are a number of items that have to be con- 
sidered when studying fluctuations in exchange rates other than 
the value of goods exported and imported. Goods exported 
or imported are known as visible items, whereas loans, inter- 
est payments, payments for insurance, shipping, and so on are 
known as invisible items, because they do not appear in the 
customs figures. These latter items, however, have just as 
real an effect on exchange as visible items. 

Loans, exchange rates, and trade balances.—When the 
United States makes a loan to a foreign country, the first 
effect is similar to the importation of goods. Credits are cre- 
ated here in favor of the foreign nation against which 
payments may be made for goods and services. In other 
words, if a particular nation is anxious to increase its imports 
from this country without shipping gold here, or without 
changing any of the other factors in the situation, the most 
obvious method would be to negotiate a loan in our markets. 
Similarly, if a nation which imports more than it exports wishes 
to stabilize exchange the same method could be adopted. Or, 
if a nation, lacking an export surplus, wishes to secure gold 
from here to stabilize its currency it can do so by borrowing. 

However, there is always a day of reckoning. Very shortly, 
interest becomes due, and the payment of interest to this 
country has exactly the same effect on exchange rates as in- 
creasing our exports. Exchange rates, in terms of the debtor 
country’s currency, decline, whereas, exchange, in terms of the 
creditor country’s currency, rise. In order to offset this, the 
borrowing country must ship gold, increase its exports of 
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goods, or do more borrowing. It is needless to say that when 
the principal comes due the effect is the same. 

Thus a nation may encourage loans as a temporary means 
of facilitating exports to countries whose present trade bal- 
ances are unfavorable. Loans may likewise be made in new 
and undeveloped countries, in order to enable them to pur- 
chase goods. It must be borne in mind, however, that eventu- 
ally the repayment of the interest and the principal will de- 
pend on the ability of the borrowing nation to develop an 
excess of exports over imports. The use of gold, except in 
the case of gold producing countries, is not a permanent 
method of financing foreign payments, as the world’s stock of 
gold is limited, amounting now to less than $10,000,000,000 ; 
and while foreign loans may defer actual payment for foreign 
purchases, this cannot be considered a permanent basis for 
financing. Eventually, payment must be made, and for the 
most part, with other goods or with services. 

The importance of scrutinizing the purpose of foreign 
loans, therefore, becomes evident. If a nation is not to in- 
crease its productive resources as the result of a given loan, 
if it is not to better its position as an exporting nation, or 
if it does not have a normal excess of exports over imports, 
then the chance of an ultimate repayment of the loan and pos- 
sibly of the interest thereon is impaired. However good the 
intentions of a nation, however rich it is in undeveloped 
natural resources, as a practical matter payments of foreign 
obligations must be made, for the most part, in bills of ex- 
change on other nations and the balances against which these 
are drawn are generally created by the sale of goods. 

The United States as a creditor nation, future of.—It is 
interesting at this point to consider briefly the future of the 
United States in international trade as the result of recent 
operations in foreign investment markets. The amount of 
foreign government obligations held by the United States 
Government amount to nearly $11,000,000,000, and private 
holdings of foreign loans have been estimated at over $9,- 
000,000,000. If we assume a 3 per cent rate of interest on 
the former sum and a § per cent rate on the latter (which, 
if anything, is too low), we have an annual interest payment 
due us of $780,000,000. The amount of foreign capital in- 
vested in our markets to-day is far less than before the War, 
amounting to not much over $2,000,000,000. It may, there- 
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fore, be assumed that the net annual interest payments which 
are due us amount to nearly $700,000,000._ As against this 
invisible credit must be considered tourists’ expenditures 
abroad, running, perhaps, as high as $300,000,000 annually; 
payment for freight carried in foreign vessels of $64,000,- 
000; and certain immigrant remittances. If we place invisible 
debits at $450,000,000 annually, there remains an annual 
invisible credit of approximately $200,000,000 in our favor. 
As to visible items, there has been no year since the War 
when our exports were not substantially in excess of our im- 
ports, the trade balances from 1920 to 1926, inclusive, being 
as follows: 


EXCESS OF MERCHANDISE EXPORTS OVER IMPORTS 
(1920 to 1926, inclusive, in $1,000,000’s) * 


Year Excess 

COLONES tec eR Re sce eee $2,949.5 
LODE Porn Saeed rset te etek a 1,975.9 
OEY A Ae Gee) ae Se CTO Re 719.0 
DI Tora Sty ee a a 375.4 
IGE. cabins oS. boab.o cous oon 981.0 
MOVES eicctinires Minho COO ORDA 683.3 
LS PL 4 5 GNG,0 8 REEL TO 0 Cig OOS 377.8 


= Us (S. otatistical Abstract, 9 1926), p; 443: 


The question naturally arises, What will be the ultimate 
solution of this problem? Borrowing by foreign countries in 
our markets cannot be increased indefinitely, nor can gold con- 
tinue to be used as a means of ultimate payment for adverse 
balances. It would seem that the ultimate security of the huge 
foreign debt now owing the United States and her citizens 
will depend on a reversal in our trade figures. 

Foreign loans, investment analysis of.—Corporate loans 
abroad require practically the same type of analysis as domes- 
tic corporate loans. The enterprise, the product, the manage- 
ment, and the financial status of the corporation are all fac- 
tors to be considered. It is quite unnecessary to reiterate all 
that has been said on this subject. 

In addition to a consideration of the particular enterprise, 
however, it becomes necessary for the investor in foreign cor- 
porate securities to give strict attention to a number of 
general factors which are closely related to the country in 
which the industry is located. For example, an electric light 
and power company in Japan may be operating under a very 
able management, and it may have a good financial set-up. 
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Knowledge of these facts alone, however, is insufficient. The 
prospective investor should know specifically the manner in 
which the enterprise will be affected by the commercial law 
of the country, as well as something about the moral character 
of the people. He should also have data relating to the 
wealth of the country, its banking facilities, the character of 
its government, the fiscal policy of the government, and vari- 
ous local tax laws. In fact, there are a number of general 
factors reflecting the status of the country as a whole in which 
the industry is located which must be considered when pur- 
chasing foreign corporate securities. These same factors 
should also be analyzed when studying the obligations of 
foreign governments. For this reason, we may consider them 
once and for all without specific reference to either foreign 
corporate or foreign government obligations, 

Factors affecting credit status of issuing country.—The 
credit of a nation, as well as the credit of corporations within 
its jurisdiction, is vitally affected by its political position. The 
nominal form of government is irrelevant, but the inherent 
capacity of a nation for self-government is crucial. Compare 
the political stability of a country such as England with a re- 
public such as China, or with some of the Central American 
republics, where elections are frequently followed by revolu- 
tions. Instability of a government adversely affects the stabil- 
ity of the country’s credit, whereas, a stable government 
creates confidence in the obligations of a nation, as well as the 
obligations of businesses operating within its borders. 

The international position of a country is likewise impor- 
tant and is closely related to its political position. The manner 
in which the country was founded, the length of time it has 
been in existence, and the solidification of national borders are 
all matters of interest to the creditors of a nation. Compare, 
for instance, the state of Poland, which consists of territory 
taken forcibly from Russia, Germany, and Austria, with a 
state such as Switzerland, whose borders have remained un- 
touched for centuries, despite successive changes in the map 
of Europe. The comparative youth of such countries as 
Yugoslavia, Czechoslovakia, and other countries of Central 
Europe, created after the recent War, likewise reacts unfavor- 
ably on their credit status. 

Legal system, constitutional status of.—The legal system 
under which a country exists is likewise of importance to the 
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investor. In countries like England, where there is an estab- 
lished body of constitutional and common law, there is no 
question regarding the rights of parties to enter contracts, 
nor of the ability to enforce them at law up to the ability of 
the borrower to pay. Less certain are we of the status of 
contracts made in countries such ag Mexico or Russia. The 
importance to the investor in foreign securities of a well- 
developed system of laws and judiciary cannot be overlooked. 

International standing.—History of the recent War empha- 
sizes the necessity for considering the position of borrowing 
countries in respect to the possibility of future wars. The 
Balkan states, for instance, are in a less stable area than are 
South American states. For centuries the Balkan countries 
have been the war center of Europe. Is it likely that human 
nature has so changed that future wars will be entirely 
eliminated? If not, then we must consider the possibility, at 
least, of future conflicts in this area and the effect of such 
conflicts on the ability of these countries and their industries 
to meet their obligations. The strength of a country to repel 
invasion is another factor to consider in making foreign loans. 

The international standing of nations also varies in respect 
to independence. Nations, such as France, Germany, and 
Great Britain, are sovereign. Likewise, in the case of Federal 
unions, the states or provinces occupy essentially the same 
status as our states bear to the United States. The various 
states of Brazil or the provinces of Argentina, are examples. 
Then there are so-called autonomous colonies, such as the 
self-governing dominions of the British Empire and the colo- 
nies of the Netherlands. Another form of dependency is found 
in the case of mandated territory, such as Mesopotamia or 
Irag, which is under a British mandate. Finally, there are the 
free cities, such as Bremen, which has practically a local auton- 
omy, subject to certain spheres of control that are reserved to 
the German Reich. The investor is naturally interested in the 
political relations of the area in which he commits his funds 
with other states or nations. 

People, character of.—Many investors regard the moral 
status of a state as one of the most important factors to be 
considered when making foreign loans. In the minds of these 
individuals, ability to pay is important, to be sure; but, after 
all, the attitude of a people toward their obligations is the real 
test as to whether they will be promptly met. For centuries 
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Great Britain has met her obligations promptly and to-day 
has an enviable reputation among all the nations of the world. 
The same applies to her subjects. The habit of paying just 
debts is strong among them. Quite the reverse may be said 
of certain Central and South American republics. Mexico has 
the resources and the ability to pay her debts, but has always 
regarded them lightly. Defaults by Mexico on her foreign 
loans are by no means uncommon. In 1922, there were over 
$500,000,000 of Mexican obligations in default, with unpaid 
interest amounting to $200,000,000. An agreement, which 
was revised in 1925, was entered into at that time providing 
for certain methods of payment. By 1926 only limited prog- 
ress had been made in correcting these defaults. While 
political instability may be given as a partial explanation of 
this situation, it is undoubtedly true that the Mexican does 
not regard his obligations in the same light as the average 
Britisher or American does. 

Industrial and social development.—The industrial and 
social development of a country is an index of its ability to 
meet its obligations when due. It is not always possible to 
measure this factor absolutely, but there are, nevertheless, 
available statistics which throw some light on the subject. 
Thus the educational standard of a people, and its correspond- 
ing advancement in industrial skill, may be judged by literacy 
statistics which indicate the proportion of the population able 
to read and write. The nature of the leading industries of a 
country determines to some extent its productive capacity. In 
general, agriculture is less remunerative than manufacture, 
while commerce is more productive than either.” 

Financial status—fixed and current assets.——While it may 
be true that moral character and past performances are a real 
factor in public credit, the asset position of a country is also 
an important item to consider in making foreign loans. Quite 
regardless of the intentions of a people to meet its obligations, 
the lack of adequate assets and productive power may make 








16 See Moody’s “Investors’ Service,” Weckly Letter, Aug. 2, 1923. The results 
of a study here set forth show the following ratio of per capita earning power 
to per capita wealth for countries coming in three EFOODS: commercial, manu- 
facturing, agricultural. 


Per Cent 
Commerciale. s-nyaacnterrdet eect 18.30 
Manufacturing saad cere 14.50 


Agriculturalssecss. erent ede lewies 123.65 
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such payments impossible. Furthermore, the more difficult 
payment becomes, the greater the urge to default. 

The question of assets in respect to foreign government 
loans may be either specific or general. In some cases, special 
assets are assigned as a pledge to secure the payment of a 
debt. The property so pledged may be in the form of stocks 
and bonds, as in the case of the government of France two- 
year secured convertible 534’s of 1917 (converted portion 
due 1937), or the Republic of Panama 514’s, due 1953. In 
the former case, underlying collateral was pledged to the 
amount of 20 per cent above the loan itself. In the latter 
case, $6,000,000 of the $10,000,000 paid by the United 
States in purchasing land for the Canal was set aside in a so- 
called “constitutional fund” and invested in first mortgages 
on New York city real estate. The income from this fund 
was pledged as partial security for these bonds. In other 
cases, the assets pledged may be in the form of goods or prop- 
erty. Thus, in 1922, Brazil floated the 7% per cent coffee 
security loan. ‘These bonds, although a direct obligation of 
the government, were specifically secured by a mortgage on 
about 4,535,000 bags of coffee. Warrants for this coffee, 
which is warehoused at Santos, Rio, Victoria, and London, with 
insurance policies, are deposited with the issuing bankers or 
their agents abroad until the coffee is sold. The government 
further agrees to maintain in the hands of the bankers a quan- 
tity of coffee, the value of which, at 80 per cent of its current 
price, together with the market value of any other security in 
the hands of the bankers, shall be equal in the aggregate to 
the par amount of the bonds outstanding, together with one 
year’s interest on such bonds. Still a third form of specific 
security frequently offered to secure foreign loans consists of 
the revenues from certain taxes, from excises and imposts, or 
from government monopolies. Where excise taxes are 
pledged they are generally on certain widely used staples or 
luxuries. Thus revenues derived from the sugar tax and the 
gross receipts of the government railroads form the lien se- 
curity for the republic of Poland 8 per cent bonds due in 
1950. The republic of Cuba’s 5 per cent loan of 1904 is 
secured by hypothecation of 15 per cent of the customs re- 
ceipts of the republic of Cuba, having preference over any 
other assignment of customs receipts. The republic of Colom- 
bia’s 6 per cent external gold loan of 1911 and 1913, and the 
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external 614 per cent gold notes of 1922 are also secured by a 
pledge of customs duties. 

In contrast with specific asset security of this nature, the 
asset credit of a nation may be the general fund of wealth of 
the country. Where the assets of a country are divided into 
fixed and current, it is customary to include under the former 
heading natural resources and productive wealth, and, under 
the latter, earning properties of the government itself. Thus, 
in a circular advertising the recent 614 per cent external loan 
of Bavaria, it is set forth that the state “owns revenue pro- 
ducing properties valued at more than $500,000,000. Of 
these, the most important are the state forests and the state 
hydroelectric systems. Other properties include vineyards, 
mines, and metallurgical works, the state bank, the state mint, 
medicinal springs and baths, and the world famous Hofbrau 
brewery.” Indexes of the fixed assets of a nation are: (a) 
the area of the country (classified as to uses); (b) railroad 
mileage (frequently reduced to a unit of 1,000 miles of ter- 
ritory, or to a per capita basis); (c) number of telegraph 
ofices; (d) number of telephone instruments (frequently re- 
duced to a per capita basis); (e) motor vehicles (reduced to 
a per capita basis); and (f) estimated total wealth and wealth 
per capita. 

Government revenues and expenses.—In analyzing the 
loans of foreign nations, it is also important to study the fiscal 
policy under which these nations operate, and the results of 
such operation. Direct taxes form the principal basis for 
government revenues. In theory, the government has the 
right to exercise its taxing power without restraint, but in prac- 
tice there is a limit. The taxing power of a country varies to 
some extent with its population, but it also varies in propor- 
tion to wealth and productivity. The tax rate per capita, 
therefore, is not in itself conclusive evidence of the taxing 
power of a nation. In view of the fact that not all wealth 
need be used productively, the best test of the taxing power 
of a nation, in the last analysis, is its total income. In all 
cases, whether total wealth, gross individual income, or net 
individual income available for taxation is used, it is more 
satisfactory to reduce data to a per capita basis for compara- 
tive purposes. When using income as a basis for determining 
taxing power, it should be recalled that the rate of increase 
in taxing power will be faster than the rate of increase in 
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income. As the income of the taxpayer increases, his ability 
to contribute to the government increases progressively rather 
than proportionately. 

Other sources of government revenues are earnings derived 
from proprietary holdings, from fees for administrative serv- 
ices, from excise taxes, and from other forms of indirect 
taxation. Against total revenues must be set the total expenses 
of the government. The ability of a nation to meet its obliga- 
tions is determined not only by receipts but by the net balance, 
surplus, or deficit remaining after all operating expenses and 
interest on its public debt are met. Whether a nation is really 
accumulating a surplus can be determined only by a study of 
its budget, which involves an analysis of public income and 
expenses as officially stated by its government for the fiscal 
period. 

Government debt.—The net debt of a nation has the same 
significance in the case of foreign loans as in the case of 
domestic civil loans. ‘The investor is naturally interested in 
the extent to which assets and earning power are already en- 
cumbered by previous obligations. Thus net debt may be 
reduced to a per capita basis and significant comparisons made 
with the net per capita wealth, or the per capita income of the 
country. 

It is often helpful to carry one’s analysis of public debt 
somewhat further in analyzing foreign securities. In the first 
place, a nation’s debt may be productive or unproductive. 
Debts incurred for the purpose of constructing railroads, for 
example, are productive; but debts incurred to finance huge 
armaments are unproductive. A preponderance of the latter 
is highly undesirable. Debts may be further classified as in- 
ternal or external, depending on whether they are held pri- 
marily within the state or by foreigners.’ The payment of 





17'The debt of France was classified on April 30, 1925, as follows: 
Internal Debt 


Consolidated@D elitr mcs warics 2 «sere frs. 155,252,000,000 
Shortwlerm Webteee nce ci cles) tee orne eres cae 44,27 5,000,000 


Bloating aD cbt mages e certo caae oe 90,3 57,000,000 


frs. 289,884,000,000 or $11,595,300,000 


‘otalmbxternalm Commercials Debtey.-i cer clr icin masse) oirc + 1,032,762,170 
Ataxiaill Wasqwarament, ashton ll IDA ous bbe coon ond eden ade qoboo oe 6,163 ,000,000 
Grande iotalacentern tet ea cod noe errno erage. 3 $18,791,062,170 


(Taken from Moody’s “Manual of Investments,’ 
R- 459.) 


Government Vol. 1925, 
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principal and interest on internal debt is accomplished by 
merely transferring credits from one set of inhabitants to an- 
other and causes no exodus of wealth across the country’s bor- 
ders. The payment of external debt is more difficult, for here 
is involved a transfer of funds across the borders of the state, 
a process which requires payment in gold, in goods, or in serv- 
ices.. Thus the external debt of France, in so far as it is 
payable in gold, must be paid at par. The internal debt, how- 
ever, may be paid with depreciated currency. It probably has 
already occurred to the reader that, in the case of nations with 
depreciated currencies, the payment of external loans is ag- 
gravated in proportion to the depreciation that occurs in 
respect to their own currencies. The classification of public 
debt into short term, floating or unfunded, and long term is 
helpful, for it indicates the extent to which immediate refinanc- 
ing will be required. 

Currency, value of—The currency of a country is an ef- 
fective barometer of its credit standing. The value of a coun- 
try’s currency may be considered either in terms of internal 
purchasing power or in terms of the goods it can command 
in foreign trade. Internal purchasing power is measured by 
index numbers, which indicate the extent to which prices within 
the country, and in terms of its currency, have advanced or 
declined in reference to a base period. The external value of 
a currency is determined by reference to exchange quotations. 
Prior to the War, the exchange rates of most nations did not 
vary widely from the par of exchange. Since the War, how- 
ever, both internal and external currency values have depre- 
ciated severely in many countries of the world. This has been 
occasioned largely by a failure on the part of these countries 
to balance their budgets, and by the use of fiat money on a 
large scale to meet deficits. 

An excellent statement of the close relationship between 
domestic financial conditions and the foreign exchange position 
of a nation is clearly set forth in a statement appearing in 
the Report of the Dawes Committee on Reparations: 


For the stability of a country’s currency to be permanently main- 
tained, not only must her budget be balanced, but her earnings from 


78 “Report of the First Committee of Experts to the Reparations Commission,” 
April, 1924, Part I, No. VIII (d). 
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abroad must be equal to the payments she must make abroad, including 
not only payments for the goods she imports, but the sums paid in repara- 
tions. Nor can the balance of the budget itself be permanently main- 
tained except on the same conditions. Loan operations may disguise 
the position—or postpone its practical results—but they cannot alter it. 
If reparation can, and must, be provided by means of an inclusion of 
an item in the budget—i.e., by the collection of taxes in excess of the 
internal expenditure—it can only be paid abroad by means of an eco- 
nomic surplus in the country’s activities. 


This contains an excellent lesson for the foreign investor. 
Countries failing consistently to balance their budgets should 
be avoided for the purpose of long term investments. Coun- 
tries with continuously unfavorable trade balances and depre- 
ciated currencies should likewise be avoided. Where trade 
balances remain unfavorable for a long time, or where the 
internal currency of a country is depreciated and unstabilized 
(these two phenomena are frequently associated), the pay- 
ment of external obligations is made increasingly difficult. 

Foreign trade.—The relation of the foreign trade of a 
country to its position as a debtor nation is highly important. 
The external obligations of a nation, as well as those of its 
subjects, require payments in foreign countries, and, therefore, 
involve the whole problem of the international balance of pay- 
ments. We have already considered the various items con- 
stituting the balance sheet of international payments. It is 
necessary that credits exceed debits in the form of exports over 
imports, or in the form of an excess of services rendered to, 
over those performed by, foreigners if a nation is ultimately 
to pay interest or principal on its debt. The capacity of a 
nation to meet the service on its foreign debt, therefore, is 
closely related to its total international trade balance, including 
both visible and invisible items. 

Comparative statistics of selected foreign countries.—For 
the purpose of illustrating what has just been said in respect 
to the indexes to be studied in connection with foreign loans, 
the following charts are presented. All the important statistics 
suggested are given here for those countries whose government 
obligations are listed on the New York Stock Exchange.’® 





19 Taken from a study made by Redmond & Co., in 1925, and used by 
permission. Since this book went to press a 1927 edition of these statistics has 
been published by this firm. 
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The various column headings are mostly self-explanatory. Col- 
umns 3 to 12, inclusive, deal with indexes showing the produc- 
tive and social development of the country. Columns 13 to 16 
deal with wealth and debt statistics. Government expenditures 
are given under two headings—defense and total. Revenue 
statistics indicate the sources of government income by major 
divisions. Revenues less expenses equal surplus or deficit. 
Debt is classified in columns 23, 24, and 25, according as it 
is internal or external, while the amount of loans in the United 
States is shown separately. Columns 26 to 37 deal with 
foreign trade data, currency values, and exchange rates. Cur- 
rency values are shown, of course, by the indexes of living 
costs and wholesale prices for each country. 

Analysis of general factors in foreign loans, purpose of.— 
In the purchase of foreign loans, particularly in the case of 
government borrowings, there are a number of factors to con- 
sider which pertain to the terms under which the loan is issued. 
It is true that many aspects of the instruments under which 
foreign securities are issued are similar to those found in the 
corporate deed of trust or mortgage under which domestic 
loans are floated, or in the contract made between the civil 
unit and the lender in the case of domestic civil loans. It will 
serve no useful purpose to duplicate our previous discussion 
in this respect. We shall, however, emphasize briefly certain 
matters that should be given special attention in the case of 
foreign loans. For reasons already stated, particular attention 
should be paid to the purpose for which borrowing is under- 
taken, especially in the case of government borrowings. Loans 
for purely productive purposes, for rehabilitation of dev- 
astated regions, and for currency stabilization, where prop- 
erly supervised, are perfectly proper and legitimate. Loans 
for military expenses, and for the purpose of balancing current 
budget deficits, indicate poor financing and should be dis- 
couraged.” 





20 Quotation from an address by President Coolidge, Nov. 19, 1925 (see 
Commercial and Financial Chronicle, Noy. 21, 1925, p. 2482). 

“If rightly directed they (American loans) ought to be of benefit to both 
lender and borrower. If used to establish industry and support commerce 
abroad, through adding to the wealth and productive capacity of those countries, 
they create their own security and increase consuming power to the probable 
advantage of our trade. But when used in ways that are not productive, like 
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Payment and place of issue——External loans are usually 
adapted to the terms of the lending country. Consequently, 
they are payable at some financial institution in the currency 
of the lending country. In some cases, however, external loans 
are issued in the currency of the borrowing country, as in the 
case of the republic of France national defense 4 per cent 
loan of 1918. Interest on these bonds is payable quarterly 
at Paris and London. Payments in London are made at the 
rate of exchange ten days before the interest date. Unless 
specifically secured by the pledge of collateral, there is no 
legal reason why both external and internal loans should not 
have the same status. Matters of expediency, however, may 
cause a nation to pay its external loans in times of crises before 
it meets payments on its internal loans. 

Date of maturity.—In this country we are accustomed to 
deal in bonds which have a definite maturity date, although, 
in some instances, the term of the bond is so long that, to all 
intents:and purposes, it is perpetual. European nations, on 
the other hand, have outstanding obligations that are per- 
petual. Thus the various issues of republic of France rentes 
carry a written agreement to pay a specific yearly income, 3 per 
cent in the case of most issues, but they have no set time for 
redemption. The British consols are similar in certain respects, 
but differ in others. Thus the 2% per cent consols of the 
United Kingdom, issued in 1888, were issued as not redeem- 
able until on or after April 5, 1923, after which date they 
may be redeemed by an act of Parliament. 

Security and guaranties.—Consideration has already been 
given to certain instances where foreign government loans have 
been secured by the pledge of specific assets, or by a lien 
against customs duties or government revenues of one kind 
or another. In other instances, additional security is given 
to foreign loans by some sort of guaranty by a government 
other than the issuing power. Such a guaranty may be moral 
or absolute. Thus, the United States, it is generally believed, 
would hold itself responsible for the payment of obligations 
of the Philippine Islands, of Porto Rico, or of the Hawaiian 





the maintenance of great military establishments, or to meet municipal expendi- 
tures which should either be eliminated by government economy or supplied 
by taxation, they do not serve any useful purpose and should be discouraged.” 
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Islands, although it is not legally liable. On the other hand, 
the guaranty may be absolute. The republic of Austria 
guaranteed 7 per cent gold bonds of 1923, issued under the 
auspices of the League of Nations, are guaranteed as to prin- 
cipal and interest, as well as to redemption payments, by the 
following states in the proportions indicated: 


Per Cent 
Create britalnencyat ieee: 244 
WPAN Cue citer tickets batrecsiee et 24Y2 
(Czechusloviaktagee seh cer 244 
Ttaly ets Lie ete Gale 20 
Boleiumig geek a2 yadoe ese 2 
Swedende cusson sake. cho. seats 2 
Deninark es caste cts svete wanes cays I 
Hollatid Ghee k enka es cee I 


Sinking funds and redemption.—Prior to the War, the 
credit of the stronger nations was such that sinking fund provi- 
sions were not generally required, although, in the case of 
loans issued by small nations, sinking fund provisions were not 
uncommon. ‘The theory underlying the use of sinking funds 
or serial issues is much the same in the case of foreign govern- 
ment obligations as in the case of domestic loans. Through 
the use of such devices, it is planned to retire all or a part 
of an issue of bonds before maturity. 

General sinking fund provisions which call for the issuing 
government to pay a certain sum annually into a sinking fund 
to be operated by itself are not always effective. A better 
plan, and the one now commonly used, provides for the pay- 
ment of definite sums annually to specified trustees for the 
purpose of meeting interest on the loan as well as for retiring 
a certain amount of the bonds annually. In connection with 
the Czechoslovak government external sinking fund 8 per cent 
gold loan of 1924 (series B), for example, the Czechoslovak 
republic agrees to pay weekly for remittance to Baring Bros. 
& Co., in London, at least 1-52d part of the total annual re- 
quirements for the service of the loan, the London bankers 
agreeing to remit to New York a proportionate part of these 
weekly payments applicable to the dollar bonds. This issue is 
redeemable by a cumulative sinking fund of 1 per cent per 
annum, beginning October 1, 1924, applied semiannually to 
the purchase of bonds under par, or, if bonds are not so ob- 
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tainable, to drawings at par, first redemption by lot taking 
place April 1, 1925. Bonds not previously retired by the 
sinking fund are- payable October 1, 1952. (In addition, these 
bonds are secured by a first specific charge on the receipts 
from customs duties and on the net profits of the government 
tobacco monopoly.) 

A modified type of sinking fund requires that payments be 
made into the fund for use only when the bonds of a country 
fall below a certain price. In this way, it is expected to 
stabilize the market price of the bonds. Thus, there is a provi- 
sion in respect to the India 5 per cent War Loan of 1917 to 
the effect that a sum equal to 1% per cent of the loan shall 
be set aside annually for sinking fund purchases when the 
market price of the bonds falls below 95. 

The provisions surrounding the redemption of foreign 
bonds are usually similar to those found in the case of domestic 
bonds. Purchases made for account of sinking funds may 
be selected by drawings, if sufficient bonds are unavailable at 
the specified prices. In the case of serial bonds, redemption 
is made in the serial order specified at the time of issue. It 
often happens that callable features are present in the case of 
foreign issues similar to those found in domestic loans. 

Lottery loans.—A rather unique type of loan issued by 
some European nations is known as the lottery loan. Such 
bonds are issued on the basis of the psychological appeal of 
chance. Thus France, in its 5 per cent Lottery Loan of 1919 
(1st issue), provided for four drawings each year, at which 
one bond is drawn for redemption at frs. 1,000,000; one at 
frs. 500,000; five at frs. 100,000; and ten at frs. 50,000 each; 
in all 68 bonds annually. The French government guarantees 
premiums, interest, and the amounts drawn. 

Summary.—The field of foreign investment is rapidly as- 
suming an important role in American finance. Not only has 
our present position as the world’s most important creditor 
nation compelled us to enter this field, but our growing interest 
in foreign markets, and the failure of domestic investment 
opportunities to expand as rapidly as our fund of capital, has 
stimulated the process. The coming years will undoubtedly 
see our knowledge of, and experience in,-this field increase 
rapidly. While it is true that foreign investments have offered 
most attractive opportunities during the past half decade, we 
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yet have much to learn regarding this type of security. Many 
of the foreign issues recently floated in this country have been 
outstanding for too short a time to enable one to make a 
proper estimate of their true worth, or the extent to which 
they may subsequently be affected by adverse trade balances 
or unsettled political conditions. 
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CHAPTER XXVII 
MATHEMATICS OF INVESTMENT 


Yields of securities contrasted with price—About the first 
technical term one comes in contact with when considering in- 
vestments is that of “yield” or “‘basis.”’ Bonds are quoted to 
yield a certain rate, such as 5.25, 4.70, and so on. In fact, 
the mere price at which a given bond is quoted in itself means 
nothing. A bond with ten years to run to maturity, with a 
5% per cent coupon rate of interest, selling at 104.7, is really 
cheaper, in terms of income, than is a 514 per cent coupon 
bond with six years to run, which is selling at 103.22. The 
first bond, although selling at a greater premium, nevertheless 
yields to the purchaser a return of 4.9 per cent while the latter 
yields. only 4.875 per cent. 

The investor, therefore, is far more interested in the return 
which he receives on his investment than in the matter of 
price. The price at which a bond is quoted is only one of three 
factors which determine the effective yield on the investment. © 
The other two are the length of time the bond has to run to 
maturity and the coupon rate of interest.’ 

Yields and values, computation of, from bond tables.—In 
practice the yield of a bond may be determined by the use of 
bond tables if one knows: (1) the price at which the bond 
is selling; (2) the coupon or stated rate of interest; and (3) 
the length of time the bond has to run to maturity. Or it is 
possible to determine from a bond table the price at which 
a bond will have to sell to give a desired yield, if one knows, 
in addition to the yield sought, the coupon rate of interest 
and the length of time to maturity. In fact, given any three 
of these factors, the fourth may be derived from the ordinary 
bond table. 





1A fourth factor might be the length of period between income dates. Interest 
payments on some bonds are made annually, on others quarterly; but in most cases 


interest is payable semiannually. 
717 
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Formula for determining table of bond values and yields. 
—While we shall take up in detail the use of bond tables a 
little later on, it may help the student the better to grasp the 
problem if we first consider the algebraic processes by which 
the bond table itself is constructed. The vaiue of a bond con- 
sists of two sums: (a) the present value of the redemption 
price (usually par); and (b) the present value of an annuity 
consisting of the interest or dividend payments on the par 
value of the bond. 

Compound interest and discount.—In finding the present 
worth of any given sum, it is first necessary to consider the 
formula for computing compound interest. This is derived 
as follows: 


Let 7 = number of interest periods. 
N = rate per period. 


Then the valuation of $1 at compound interest for n periods 
at JV rate. is. (ub). 

Thus, let us assume that $1 is invested at compound in- 
terest, computed semiannually, for ten years at 6 per cent. 
Substituting in our formula we have 


(ie NV) = 21.03). (1.03)20 


The computations in this case are facilitated by the use of 
- logarithms. 


The log of 1.03 = 0.012837 
Log (1.03)? = .25674 = log of 1.8061 
1.8061 is the desired amount. 


The present worth of a sum discounted at a given rate of 
interest is the reciprocal of the sum at compound interest. 
That is, compound discount is the reciprocal of compound 
interest. The present worth of $1 at compound discount for 


n periods at N rate thus becomes NE 


Valuations of annuities.—With this in mind, it next becomes 
necessary to work out a formula for determining the present 
worth of the entire group or series of coupons, or interest 
payments attached to the bond. Such a series of payments 
is Known as an annuity certain; that is, it is a series of equal 
amounts paid at regular intervals. To this must be added the 
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present worth of the principal sum, for, as was seen, the pur- 
chase of the bond is the agreed present worth of each and all 
coupon payments at their respective due dates, in addition to 
present value of the principal, all at compound discount at the 
effective yield. 

The formula for determining the present worth of an 
annuity of $1 for any given number of payments is as follows: 


Let a =the unknown quantity, the present worth of such a series. 
i = the interest rate for each period (.03 in the case of a bond 
with interest at 6 per cent payable semiannually). 
n = the number of perieds (twenty in number in the case of a 
ten-year bond with semiannual interest payments). 


I 
The present worth of the Ist payment = 


(I + #) 
I 

The present worth of the 2d payment = Ga: 
I 

The present worth of the 3d payment = Gane IE 


and so on for any known number of payments. 


Since we are seeking to derive a general formula for any 
number (n) payments, it is possible to state the series as 
follows: 


I I I 


is I if 
a ee le po Rae 
a= a) tat?) Gt)t 7 Gdn Grp G4 








or, reduced to simple terms, 
I 
i re 
GE (i + 2) 
1 


This represents the present worth of an annuity of $1. The 
present worth of any amount (7') will be 


I 
rs Ce 
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Construction of formula for bond values.—Up to this point 
we have assumed that we knew the rate at which we were to 
discount our various sums. The i, or rate of discount up to 
this point, has been assumed as the coupon rate of interest 
specified in the bond. This is the nominal rate, to be sure, 
but it is not the effective rate which, as we have seen, is gen- 
erally quite different from the coupon or normal rate. In the 
problem at hand, the coupon rate really is the annuity. That 
is, if the face amount is $1, and the rate is 6 per cent per 
annum, payable semiannually, the annuity is .o3. Thus, to 
adapt our formula to this situation, 


Let x = the present worth of the face amount of the bond plus the 

present worth of the annuity of the coupons. 

the coupon or nominal rate: that is, the rate per period, 

which would be .03 for a 6 per cent bond. 

i = the true income rate; that is, the computed income return 
of the given bond at the purchase price. This, it will 
be recalled, is the unknown quantity in the present case, 
being the purchase price. For the sake of uniformity, 
however, we shall continue to use # as the symbol for 
the unknown quantity. 


Ss 
I 


Our formula for the present worth of $1 is 


usise! boat 
CR ah 
This is also the present worth of the principal in the assumed 


case, where the face value of the bond was taken at $1. Again, 
it will be recalled that the present worth of an annuity is 


ee ae 
a+ 
i 


Since the face amount is $1, the amount of the annuity is the 


coupon rate per period, or c. The present value of the 
coupons, discounted at rate i, then becomes, 


I 
cd wa as 
j 
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or 


di eae sae 

(wea) 
If we add the present worth of the par value of the bond and 
the present worth of the coupons we have 


yee, Recheck ie i ie ae 
heh eg)? ( Ce: ») 
The second part of this equation may be simplified as follows: 
a I c (1+ 24)" -—1 
al cee | +A" 


es I ca +i)" -—¢ 
eget ae i(1 + 1)” 














I c(i +i)" — ec itei1 +i" —e¢ 

eg er Git Serre yy 
Exponential equation, solution of by trial and error—In 
this form all the quantities of the equation are known except 
i. x is the purchase price; c is the coupon rate (7 per period) ; 
and n is the number of periods the bond has to run. It would 
at first seem that this equation, with only one unknown quan- 
tity, could be solved directly. The unknown quantity, how- 
ever, is exponential. It appears in the equation with many 
powers. Thus in a 20-year bond the term (1 +7) would have 
to be expanded to the 40th power, which would give the un- 
known 7 with every power from the square to the 80th power. 
The only method of solution, therefore, is by trial and error. 
In order to show how this formula may be used in this 
way, let us assume that a 6 per cent 30-year bond is purchased 
at 105; required the net yield. Substituting in the formula 


i+ .03(1 + 2) — .03 


pas i(a + 160 


1.052(1 + #)89 = .03(1 + 1) + % — .03 
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The bond having been purchased at a premium, it is evident 
that the net yield is less than .03 semiannually. Solving by 
approximation, let us try .029. 


1.05 X .029(1 + .029)® =.03(1 + .02g)® + .029 — .03 
T.05 X.629(1.029) °° ='.03(1.029)° —.col 


The use of logarithms will facilitate the solution from this 
point on. 














Left Side of Equation Right Side of Equation 
log 1.05 =0.02119 log .03 =8.47712—10 
log .029 =8.46240—10 log (1.029)®° =0.74520 
log (1.029)®°=0.74520 erect 
log 9.22879 — 10 log =9.22232—I10 
.1693 .1678 
.OOI 
1693 > . 1668 
.028 may next be tried: (.028 —.03 = —.002). 
log 1.05 =0.02119g log .03 =8.47712—I0 
log .028 = 8.44716 — 10 | log (1.028)®° =0.71940 
log (1.028)®° =0.71940, eae 
log 9.18775 — 10) log 9.19652—I0 
.1$41 else 
002 
.141 Ss mip) 


The effective yield, i, is thus seen to lie between .028 and 
.029, based on a semiannual basis, or between 5.6 and 5.8 
per cent, based on an annual basis. “This same method might 
be continued, starting with an assumed yield of .0281, .0282, 
and so on. It would be found that .o282 would come very 
close to satisfying the equation, thus giving an approximate 
yield in the assumed case of 5.64 per cent. 
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Analysis of bond tables: tables in common use.—Although 
we have indicated the mathematical formula by which the 
yield of a given bond may be determined, one would scarcely 
attempt to compute the yield of a given issue in this way. 
The investor, in practice, depends almost entirely on tables of 
bond values for computations of this nature. In these tables 
one finds prices worked out for an extended range of ma- 
turities, yields, and coupon rates. The results are customa- 
rily presented in the form of a table for each maturity. By 
the use of such tables, it is very easy to determine with rea- 
sonable accuracy the net yield of a bond, when the price, the 
maturity date, and the redemption value are known, Simi- 
larly, it is possible to determine the price at which a bond of 
known redemption value and maturity must be purchased in 
order to give a specified return, 

There are a number of bond tables in common use. We 
shall illustrate briefly the Johnson, the Sprague,’ and the 
Equitable tables.“ The Johnson tables show yields at vari- 
ous prices to the third decimal. (Prices corresponding to 
yields most commonly found vary by 25c. intervals per $100 
unit.) Tables are presented for bonds with coupon rates of 
312, 4,444,442, 5, 5%, 6,6%,7,7% and 8 percent. Unlike 
other tables in common use, the Johnson tables give yields 
directly for various prices, coupon rates, and maturities. In 
addition the Johnson tables include data which provide a 
quick and ready means of determining the yield of any bond 
which has a “repayment value’ (or redemption price) 
greater than its face value. The Sprague table shows the 
value to the nearest cent of a bond for $1,000,000, bearing in- 
terest from 3 to 7 per cent, and yielding from 1% to 10 per 
cent. The Sprague table is really divided into three parts: 
one dealing with usual rates, from 2%4 to § per cent; another 





2 Johnson, David C., Stone, Caleb, Cross, Milton C., Kircher, Edward A., 
“Yields of Bonds and Stocks in per cent, correct to the nearest five ten-thousand- 
ths of one per cent, and tables for the ready determination of Yields of Bonds to be 
repaid at a Premium,” 1928, Prentice-Hall, Inc., 70 Fifth Avenue, N. Y. 

3 Sprague. Chas. E., ““Complete Bond Tables,” 1915, The Ronald Press, New 
York. 

4 Bartholomew, James P., “Equitable Trust Company of New York Rapid 
Bond Tables.” Published by permission of Equitable Trust Company of New 
York, 
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JOHNSON TABLE 


Yields in per cent per annum, 
correct to the nearest five ten-thousandths of one per cent, % 
interest payable semi-annually. 
BOND 


1944 2014 21 Current 
Years Years Years | Income 


5.843 
5.798 
5.753 
5.709- 
5.665- 


5.621- 
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dealing with lower rates, 14 to 2% per cent, and a third 
dealing with the higher rates, § per cent to 10 per cent. By 
the use of certain tables, it is possible to work out values for 
bonds whose interest is payable quarterly or annually. The 
Equitable table is designed to facilitate interpolation for 
time. Differences for months and days are contained under 
each value (see p. 731, following). 

Computation of yield for an even period.—A specimen 
page from the Johnson table is shown on page 724. Let us 
assume that we have a § per cent coupon bond, maturing in 
just twenty years, which is quoted at 103. To find the yield 
by the Johnson tables one has but to turn to the page headed 
5 per cent bond, and run down the 20-year column to the 
yield corresponding to the price 103. The corresponding 
yield is 4.766— per cent. The proposition in practice, how- 
ever, is generally complicated by the fact that the actual price 
at which the bonds are selling is not given in the bond tables, 
for it would be a prodigious task to work out tables for every 
conceivable price. ‘Thus, in the table given, prices vary by 
intervals of % dollar from go to 110, thereafter by intervals 
of one dollar. Had the price of our bond been 102.80 instead 
of 103, we could have determined by inspection that the yield 
of the bond was between 4.766— and 4.804, but we could ar- 
rive at the correct yield only by interpolation. Thus for a 
20-year, § per cent bond, selling at 102.80, the computations 
would be as follows: 





103.00 4.766 
102.50 4.804 
Differences .50 .038 


That is, a difference of .5 in price makes a difference of .038 
in yield. By interpolation, the correct yield for a bond sell- 
ing at 102.80 is 4.804 — 30/50 X .038, or 4.7812 per cent.” 
This method of interpolation, even where computed with con- 
siderable accuracy, is not entirely correct, for the intervals in 
price do not vary proportionately with intervals in yield. 
The following section of the Sprague tables will illustrate 
this. ‘These tables are here used because they are carried 
out farther and indicate more clearly the above situation. 





5 Note that the price, 102.80, is 30/50 (.6) of the entire distance, so to speak, 
from 102.50 to 103.00. ‘This entire range in price represents a difference in yield 
of .038 per cent; 30/50 of the range, therefore, results in a difference of —.0228 
per cent. 
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SECTION FROM SPRAGUE TABLES 


(Values to Nearest Cent, of a Bond for $1,000,000 at 5 Per Cent Interest, 
Payable Semiannually) 








DERIVED BY AUTHOR: 


Difference in Difference in 
Net Yield 20 Years Net Yield Price 

4.00 $1,136,777-40 

4.05 1,129,370.64 05 $7,406.76 
4.10 I,122,027.08 05 7)343-56 
4.15 1,1%4,746.14 205 7,280.94 
4.20 1,107,527.22 05 7,218.92 
4.25 1,100,369.73 205 7157-49 
4.30 1,093,273.10 05 7,096.63 


In interpolating, by proportion, the assumption is that both 
intervals are constant. The error, however, is so small that, 
for all practical purposes, it is not considered. It is possible, 
however, to correct this by the method of differences. See 
Sprague, “Complete Bond Tables” (4th ed.), p. 121. 

Interpolation for time.—Another complication is almost 
always injected into the problem, because the length of time the 
bond has to run to maturity rarely falls on an even six months’ 
period. Bond tables are worked out for six months’ intervals 
and not for days. Thus, while one finds tables for bonds 
maturing in 6 months, I year, 1%4 years, 2 years, and so on, 
most bonds mature at intervening periods. This requires a 
still further interpolation. Assume that a 5 per cent bond, 
maturing on November 1, 1942, is quoted on August 16, 1927, 
at 102.75. Required the yield. It is apparent that this bond 
does not mature in 15 years, but in 15 years, 2 months, and 
15 days.®° In this case it is necessary to determine the yield 
of the bond both for a 15 year maturity and a 15% year 
maturity. The next step requires interpolation between these 
two yields to determine the yield of a bond running 15 years, 
2 months, and 15 days. For the computations here involved 
we shall refer to the Sprague tables on the following pages. 





6In computing the length of time bonds have to run, it is customary to 
assume 30 days to the month, except in the case of very large transactions. 
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SPRAGUE TABLES 
(Values, to the Nearest Cent, of a Bond for $1,000,000 at 5% Interest, 
Payable Semiannually) 
Net 13 Years 1314 Years el ee Wr 96 
Pacome 3% 4 Years 14% Years 15 Years 

250 I 276 o15 66 | 1 284 953 74 | I 293 781 47 | I 302 500 22 | x 311 I11 33 
255 I 269 642 20 | 1 278 343 32 | 1 286 934 go | 1 295 418 32 | 1 303 794 94 
2 60 I 263 307 30 | I 271 774 24 | 1 280 132 51 | 1 288 383 53 | 1 296 528 66 
2 65 I 257 O10 7I | I 265 246 20 | I 273 373 99 | 1 281 395 50 | I 289 312 12 
270 I 250 752 18 | 1 258 758 93 | I 266 659 03 | I 274 453 OI | 1 282 144 95 
275 | 1 244 531 45 | 1 253 312 16 | 1 259 987 33 | 1 267 $58 40 | 1 275 026 79 
2 80 I 238 348 28 | 1 245 905 60 | xr 253 358 58 | 1 260 708 66 | 1 267 957 26 
2 85 I 232 202 43 | I 239 539 00 | I 246 772 49 | I 253 904 35 | I 260 936 02 
290 I 226 093 65 | I 233 212 07 | 1 240 228 75 | 1 247 145 15 | I 253 962 69 
295 I 220 021 69 | I 226 924 §5 | 1 233 727 08 | I 240 430 72 | I 247 036 93 
3 00 I 213 986 32 | 1 220 67617 | 1 227 267 17 | 1 233 760 76 | 1 240 158 38 
3 05 I 207 987 29 | I 214 466 68 | 1 220 848 73 | 1 227 134 92 | I 233 326 69 
3 10 I 202 024 38 | 1 208 295 79 | 1 214 471 48 | I 220 552 91 | 1 226 541 52 
315 I 196 097 33 | I 202 163 26 | 1 208 135 13 | 1 214 014 41 | I 219 802 52 
3 20 I 190 205 93 | I 196 068 83 | x 201 839 40 | 1 207 519 09 | I 213 109 34 
325 | 1 184 349 93 | I 190012 23 | 1 195 583 99 | 1 201 066 66 | 1 206 461 66 
3 30 I 178 529 II | 1 183 993 22 | 1 189 368 64 | 1 194 656 80 | 1 199 859 12 
335 172 743 28 Wed 178 OLIN 1 183/)193°O5 "2 188-280) 27 Net 193) 300) 41 
3 40 I 166 992 06 | 1 172 066 93 | 1 177 056 96 | 1x 181 963 58 | 1 186 788 18 
3 45 I 161 275 39 | 1 166 159 15 | 1 170 96009 | 1 175 679 61 | I 180 319 11 
3 50 I 155 592 99 | 1 160 287 95 | 1 164 902 16 | 1 169 437 OL | 1 173 893 87 
355 I 149 944 62 | 1 154 453 08 | 1 158 882 91 | 1 163 235 48 | 1 167 512 14 
3 60 I 144 330 08 | 1 148 654 30 | 1 152 902 07 | I 157 074 72 | I 161 173 60 
365 | 1138 749 14 | 1 142 891 37 | 1 146 959 36 | 1 150954 45 | 1 154 877 92 
3 70 I 133 201 58 | 1 137 16405 | 1 141 054 54 | 1 144 874 36 | 1 148 624 80 
375 1 127 687 18 | I 131 472 08 | I 135 187 32 | 1 138 834.18 | 1 142 413 92 
3 80 I 122 205 74 | I 125 815 25 | 1 129 357 46 | 1 132 833 62 | 1 136 244 96 
3 85 I 116 757 03 | I 120 193 31 | I 123 564 69 | 1 126 872 39 | 1 130 117 63 
390 I 111 340 84 | 1 114 606 02 | 1 117 808 75 | I 120 950 22 | I 124 031 60 
395 I 105 956 96 | I 109 053 16 | 1 112 089 39 | I 115 066 82 | 1 117 986 $9 
400 I 100 605 18 | I 103 534 49 | I 106 406 36 | I 109 221 g2 | I 111 982 28 
405 1 095 285 29 | 1 098 049 78 | I 100 759 41 | I 103 415 25 | I 106 O18 38 
410 I 089 997 09 | I 092 598 82 | I 095 148 28 | I 097 646 52 | I 100 094 58 
415 1 084 740 37 | 1 087 181 36 | 1 089 572 72 | 1 OgI 915 48 | 1 094 210 61 
420 I 079 514 92 | I 081 797 18 | I 084 032 50 | I 086 221 84 | 1 088 366 15 
425 | 1074 32055 | 1076 44607 | 1.078 527 37 | 1 080 565 35 | 1 082 560 93 
430 I 069 157 05 | I 071 127 80 | 1 073 057 08 | I 074 945 74 | I 076 794 66 
4 35 I 064 024 22 | 1 065 842 15 | 1 067 621 39 | I 069 362 75 | 1 071 067 04 
440 I 058 921 86 | 1 060 588 gt | 1 062 220 07 | 1 063 816 11 | I 065 377 80 
445 1 053 849 78 | 1.055 367 85 | 1.056 852 87 | 1058 305 57 | 1059 726 65 
450 1 048 807 78 | 1 050 178 76 | 1 O51 519 57 | I 052 830 87 | I 054 113 32 
455 I 043 795 67 | 1 045 021 43 | I 046 219 92 | 1 047 391 76 | 1 048 537 53 
4 60 I 038 813 24 | I 039 895 64 | 1 040 953 71 | I 041 987 98 | I 042 999 O1 
4 65 I 033 860 32 | 1 034 801 19 | 1 035 720 68 | 1 036 619 28 | 1 037 497 47 
470 I 028 936 70 | 1 029 737 86 | 1 030 520 63 | 1 031 285 42 | I 032 032 65 
475 I 024 042 21 | 1024 705 46 | 1025 353 31 | 1025 986 14 | 1 026 604 29 
4 80 I O19 176 64 | 1 O19 703 75 | I 020 218 51 | 1 020 721 20 | I O21 212 II 
485 I O14 339 83 | 1.014 732 56 | 1 015 116 00 | I OFS 490 36 | 1 O15 855 85 
490 I 009 531 57 | I 009 791 67 | 1 O10 045 56 | I OLO 293 37 | I O10 535 26 
495 1 004 751 69 | 1 004 880 8g | 1 005 006 96 | I 005 13000 | 1 005 250 06 
5 00 I 000 000 00 ! 1 000 000 00 ! I 000 000 00 ! I 000 000 00 | I 000 000 00 

































































728 INVESTMENT PRINCIPLES AND PRACTICES 
SPRAGUE TABLES 
(Values, to the Nearest Cent, of a Bond for $1,000,000 at 5% Interest, 
Payable Semiannually) 

Bots, 1514 Years 16 Years 164 Years 17 2ears 1714 Years 
2 50 I 319 616 13 | I 328 015 93 | 1 336 312 03 | I 344 505 71 | I 352 598 23 
255 I 312 066 0g | I 320 233 12 | I 328 297 33 | 1 336 26001 | I 344 122 45 
2 60 I 304 569 26 | 1 312 506 67 | I 320 342 22 | I 328 077 22 | I 335 712 95 
2 65 I 297 125 21 | 1 304 836 13 | 1 312 446 22 | I 319 95679 | 1 327 369 15 
2 70 I 289 733 55 | I 297 221 06 | 1 304 608 84 | I 311 898 22 | I 319 090 50 
275 | 1 282 393 87 | 1 289 661 03 | 1 296 829 62 | 1 303 900 gg | I 310 876 43 
2 80 I 275 105 78 | 1 282 155 60 | 1 289 108 09 | I 295 964 58 | I 302 726 41 
2 85 1 267 868 88 | 1 274 704 35 | 1 281 443 77 | 1 288 088 51 | 1 294 639 89 
2 90 I 260 682 79 | 1 267 306 84 | 1 273 836 22 | 1 280 272 27 | 1 286 616 33 
295 I 253 547 11 | 1 259 962 66 | 1 266 284 96 | 1 272 515 36 | 1 278 655 19 
3 00 1 246 461 46 | 1 252 671 39 | I 258 789 54 | 1 264 817 28 | I 270 755 95 
305 | I 239 425 45 | 1 245 432 61 | I 251 349 $3 | 1 257 177 57 | 1 262 918 07 
3 10 I 232 438 72 | 1 238 245 Or | I 243 964 46 | I 249 505 73 | I 255 141 04 
3 15 I 225 500 88 | 1 231 110 88 | 1 236 633 go | I 242071 28 | 1 247 424 34 
3 20 1 218 611 56 | 1 224 027 12 | I 229 357 40 | I 234 603 74 | I 239 767 47 
325 | 1 211 770 39 | 1 216 994 23 | 1 222 134 54 | 1 227 192 66 | 1 232 169 go 
3 30 I 204 977 00 | x 210 o18 Br | 1 214 964 8Q | I 219 83757 | I 224 631 15 
335 I 198 231 04 | 1 203 079 46 | 1 207 848 CO | 1 212 537 99 | 1 217 150 72 
3 40 I I9I 532 13 | 1 196 196 79 | 1 200 783 47 | I 205 293 48 | I 209 728 10 
3 45 1 184 879 93 | 1 189 363 41 | I 193 770 86 | 1 198 103 58 | 1 202 362 82 
3 50 1178 274 07 | 1 182 578 94 | 1 186 809 77 | 1 190 967 83 | 1 195 054 38 
355 I I7I 714 21 | 1 175 843 00 | 1 179 899 78 | 1 183 885 81 | 1 187 80%31 
3 60 I 165 200 00 | 1 169 155 20 | 1 173 040 48 | 1 176 857 05 | 1 180 606 14 
3 65 1 158 731 08 | 1 162 515 18 | 1 166 231 46 | 1 169 881 12 | 1173 465 38 
370 | 1152 307 12 | 1155 922 55 | I 159 472 32 | 1 162 957 60 | 1 166 379 58 
375 | 114592777 | 1 149 376 96 | 1 152 762 66 | 1 156 086 04 | 1 159 348 26 
3 80 I 139 592 70 | 1 142 878 02 | 1 146 102 08 | x 149 266 03 | I 152 370 98 
3.85 | 1 133 301 57 | 1 136 425 38 | 1 139 490 20 | 1 142 497 13 | 1 145 447 27 
3 90 I 127 054 05 | 1 130 018 68 | 1 132 926 62 | x 135 778 93 | 1 138 576 68 
395 1 120 849 80 | 1 123 657 57 | 1126 41095 | 1 129 III OF | 1 131 758 77 
4 00 I 114 688 51 | 1 117 341 67 | 1 119 942 82 | 1 122 492 96 | I 124 993 10 
4 05 1 108 569 84 | 1 111 070 66 | I 113 521 84 | 1 115 924 37 | 1 118 279 22 
410 I 102 493 47 | 1 104 844 16 | 1 107 147 64 | x 109 404 84 | 1 111 616 69 
4 15 1 096 459 08 | 1 098 661 85 | 1 100 819 84 | 1 102 933 96 | I 105 005 10 
4 20 I 090 466 36 | 1 092 523 37 | I 094 538 07 | 1 096 511 33 | 1 098 444 oO: 
425 | 1.084 514 99 | 1 086 428 39 | 1 088 301 97 | 1 090 136 57 | 1 O91 932 99 
4 30 I 078 604 66 | 1 080 376 56 | 1 082 111 17 | x 083 809 27 | 1 085 471 63 
435 | 1072 73505 | 1 074 367 56 | 1075 965 31 | 1 077 529 06 | 1 079 059 51 
440 I 066 905 87 | 1 068 gor 05 | 1 069 864 04 | 1 071 295 54 | 1 072 696 22 
445 1 061 116 81 | 1 062 476 70 | 1 063 806 99 | 1 065 108 33 | 1 066 381 35 
4 50 I 055 367 55 | 1 056 504 19 | 1 057 793 82 | 1 058 967 07 | 1 060 114 49 
455 1 049 657 82 | 1 050 753 18 | 1 O51 824 18 | 1 052 871 36 | 1 053 895 24 
460 | 1 043 987 30 | 1 044 953 37 | 1 045 897 72 | 1 046 820 84 | 1 047 723 21 
4 65 I 038 355 70 | I 039 194 43 | 1 040 014 IO | I O40 815 15 | I O41 597 99 
470 | 1 032 762 73 | 1 033 476 04 | 1 034 172 98 | 1 034 853 91 | 1 035 819 21 
475 | 1.027 208 Io | 1027 797 90 | 1 028 374 Of | 1 028 936.77 | 1 029 486 46 
4 80 I 021 691 51 | I 022 159 68 | 1 022 616 88 | 1 023 063 36 | 1 023 490 37 
4 85 I O16 212 70 | I O16 561 Og | 1 O16 gor 23 | 1 017.233 33 | 1 O17 557 56 
4 90 I O10 771 36 | I Orr oor 81 | XI or 226 76 | 1 OL1 446 32 | £ OL 660 64 
495 1 005 367 22 | 1 005 481 55 | 1 COs 593 12 | 1 005 702 00 | 1 005 808 24 
5 00 I 000 000 00 ! I 000 000 00 ! 1 000 000 00 ! 1 000 000 00 ! 1 000 000 00 
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The price of our bond (102.75) falls between the prices 
1,032,032.65 and 1,026,604.29 at 15 years. The yields at 
these prices are, respectively, 4.75 and 4.70 per cent. Inter- 
polating we have the following results: 





4.70 1,032,032.65 
4-75 1,026,604.29 
Yield Difference .o5 Price Difference 5428.36 

4.70 1,032,032.65 

x 1,027,500.00 

4,532.65 

1532.6 
x = 4.70-+ 05 193775 4 40 4+ 104175 = 4.74175 





5,428.36 


Similarly for a 1514 year bond 





4-70 1,032,762.73 
4-75 1,027,208.10 
Yield Difference .o5 Price Difference 5,554.63 
4.70 1,032,762.73 
x 1,027, 500.00 
5,262.73 
i 62.73 __ tia 
aeey ye one = 4.70 + .0474 = 4.7474 





5,554.63 


The difference in yield between a 15 and a 15% year bond 
is as follows: 








rs’, year bondye ss tae. c. 4.74740 
D5) eer y.CAt DONG tsar wean e is 4.74175 
180 days ....... SHOOTS 00565 
IG MOAV SMe herons serene Neh a oie x 
75 
DG.OO5O5 == x) 

180 
xXi==10023.6 


Since it is true that the longer a premium bond has to run 
the higher the yield, and since our point of time Is 35 re of the 
period between a 15 and 15% year bond, we must one 100235 
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to the yield of a 15 year bond. Our desired result, there- 
fore, is 





Vield-ofeussy ear bondinncecres scree se auton eves tenet antacid: 4.74175 
Plusidifferencetone7s) Gays. tacit tet rete ratte aol ke area .00235 
Yield for a 5 per cent bond running 15 years and 75 days............ 4-74410 


Ascertain value of a bond, knowing yield, coupon rate, and 
maturity.—The converse situation requires the investor to com- 
pute the value of a bond, knowing the yield at which it is to 
sell. For example, required the price of a 5 per cent bond 
running 1§ years, 2 months, 15 days, to yield 4.75. 


Atirs! years the valttcsis anteater 1,027,208.10 
Ato1s years-the: value) is....ee. nossa 1,026,604.29 
Difference for 6 Ms. .qae.e eee oe ee 603.81 
Difference for 75 days= Je x 603.81 = 251.59 
180 


Desired value 


Valuesforerssvear bonds... tte 1,026,604.29 
Plus added value for 75 days.......... 251.59 
1,026,855.88 


The method of proportion again is not absolutely accurate, 
for the amortization or accumulation for each day is taken as 


=> of the half year’s total, although the interest proceeds by 


multiplication and the multiplicand increases each day. (The 
error is so slight that it may be ignored in every day practice 
unless very large sums are being invested. ) 

Interpolation for time based on Equitable tables—The 
Equitable Trust Company Rapid Bond Tables are designed 
to facilitate interpolation between six months’ periods. These 
tables are constructed for bonds bearing interest at rates of 
3, 3%, 4, 4%, 5, 6, and 7 per cent, and maturing in from 
six months to fifty years in half yearly periods, with basic 
yields ranging from 3 per cent to 6 per cent, in advances of 
5-100 of 1 per cent, with 1%, 3%, 54, and 7% differences. 

Each basic price is followed by the decimal difference to 
six places for one month, and also for one day, between each 
six months’ period. In this way it is very easy to establish 
the price basis of a bond which has other than an even number 
of years or half years to run. On page 732, is a section of 
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EQUITABLE BOND TABLES 


20 YEARS 


Interest Payable Semiannually 








4K 


4.90 


4.95 


5.00 


5.05 


5.10 


5.20 


$.25 








80 


75 


75 


74 


73 


% Per 


Annum 





3% 


-3549 
.050216 
-001673 
79. 
.051366 
.OOI712 
79. 
.052483 
.001749 
78. 


7870 


2241 


9446 


+ 053033 
001767 
78. 
053600 
.001786 
78. 
.054666 
001822 


77. 
055716 
.001857 


77. 
- 056733 
.OOI891 

76. 
-057733 
- 001924 

76. 

058216 

.001940 

-9503 

.058700 

.001956 

.4214 

- 059633 

.001987 

74. 
.060550 
002018 


3776 
061450 
.002048 


73. 
. 062333 
.002077 
.6069 

.062766 
. 002092 


73.- 
-063183 
.002106 

720 
064000 
. 002133 

72; 
.064800 
002160 


6663 


1134 


5654 


0222 


4839 


2165 


8072 


8627 


3522 


8462 


3447 


3% 








34% 4% 
86.9032 93.4516 
- 033466 016733 
-OOIII5] .000557 
86.3073 [92.8276 
034783 .O18216 
-OOII59 000607 
85.7166 |92.2090 
. 036083 . 019666 
-001202| .000655 
85.4232 |or.9018 
.036716 .020400 
001223] .000680 
85.1310 |or.5958 
-037350 .O2TIIO 
001245] .000703 
84.5506 [90.9879 
038583 .022516 
-001286| .000750 
83.9753 |90.3852 
- 039800 023883 
001326] .000796 
83.4049 |89.7877 
040966 025216 
-001365| .000840 
82.8396 |89.1953 
-042116 026516 
001403 -000883 
82.5588 |88.90r0 
.042700| .027166 
.001423| .000905 
82.2792 |88.6080 
043250 .027800 
-OOI1441 000926 
81.7236 |88.0258 
044350] .029050 
001478] .000968 
81.1729 |87.4486 
045416] .030283 
.OOI513}] .O001009 
80.6270 |86.8764 
046466] .031483 
.001548] .O001049 
80.0858 |86.3090 
-047483] .032650 
. 001582 001088 
79.8170 |86.0272 
.047983 - 033233 
.001599| .OOI107 
79.5404 |85.7465 
-048500 -033783 
001616] .OO01126 
79.0175 | 85.1889 
-040450| .034916 
.001648| .001163 
78.4903 |84.6359 
050400 .036000 
.OOI1680} .001200 
34% 4% 








444% 


100 


99. 
08. 
98. 


98. 


97 


96. 


96. 


95. 


95. 


94 


94. 


93. 


93. 


92. 


92. 


or. 


or. 


90. 








-90000 


000109 
3804 

.004083 
000136 
0606 

004883 
000162 


.4251 
- 006433 
-000214 


7951 
.007966 
.000265 
1'704 
. 000466 
-000315 
5510 
-OL0QI6 
. 000363 
2433 
011650 
-000388 
9369 
.012250 
.O004II 
3280 
013766 
000458 
7243 
. 015133 
.000504 
1257 
. 016483 
.000549 
5322 
.O17816 
.000593 
2373 
.018450 
0006015 


9437 
.OI9I00 


000636 
3602 

. 020366 
000678 
7816 

021600 
,000720 


444% 








5% 


106.5484 
.016733 
-000557 

105.8683 
014916 
.000497 

105.1940 
.OI13116 
.000437 

104.8589 
.012250 
-000408 

104.5253 
. 011366 
. 000378 

103 .8623 
.009650 
- 000321 

103.2049 
.007966 
000265 


102.5531 

. 006300 

-000210 
I0r.9067 

- 004683 

+ O00156 
101.5856 

. 003883 

. 000129 
ror. 2658 

. 003083 

. 000102 
100.6302 

. 001533 

.000051 
I00.0000 


99.3751 
. 001500 
.000050 
98.7554 
.002966 
000098 
98.4475 
.003700 
. 000123 
98.1409 
.004416 
000147 
97.5315 
005816 
. 000193 
96.9272 
.007200 
.000240 


5% 





6% 


II9.6451 
.050216 
.001673 

118.9090 
- 048033 
.OO160L 

118.1789 
045916 
001530 

117.8161 
044883 
001496 

117.4549 
- 043833 
-OO1461 

116.7368 
-041800 
. 001393 

116.0247 
.039800 
-001326 

115.3185 
-037816 
.001260 

114.6181 
.035883 
.OO1I96 

II4.2701 


+ 934933 
-OOLI64 


113.9235 
- 033983 
-OOII32 
113.2346 
.032116 
.001070 
II2.5514 
. 030283 
.001009 
11r.8738 
.028466 
-000948 
IIT.2017 
.026716 
-000890 
110.8678 
025833 
000861 
110.5352 
.024966 
. 000832 
109.8741 
.023266 
000775 
109.2184 
. 021600 
.000720 


6% 


Interest Payable Semiannually 


20 YEARS 


132. 
. 083666 
-002788 

131. 
-O81183 
002706 

13% 
-078733 
-002624 

130. 
-077516 
-002583 

130. 

076316 

-002543 

.6113 

-973950 

-0024065 

128. 
-074633 
-002387 

128. 
069333 
002311 

127, 
.067083 
002236 

126. 
-065983 
.002199 

126. 
. 064866 
002162 

125. 
062700 
.002090 

125. 

060550 

-002018 

+3725 

.058450 

-001948 

1237; 

.056383 

.001879 

. 2881 

-055366 

001845 

+9295 

054366 

-OO18I2 

220 
.052366 
001745 

r2¥7 
050400 
001680 


129 


124 


123 


122 


77% 


7419 


9496 


1638 


7733 


3844 


8445 


0840 


3295 


9546 


5813 


8390 


1028 


6481 


2167 


5097 


17% 





731 


% Per 
Annum 





4.50 


4-55 


4.60 


4% 


4.65 


4.70 


4.75 


4.80 


4.90 


4.95 


5.00 


5.05 
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EQUITABLE BOND TABLES 
20 YEARS 


Interest Payable Semiannually 









































OSE "50% 34% 4% 434% 5% 6% Ta. | fe Pee 
5.25 |72.3447 |78.4903 |84.6359 |90.7816 |96.9272 |109.2184 |121.5097 5.25 
.064800} .050400} .036000] .021600] .007200 021600 - 050400 
.002160| .001680| .001200 000720 . 000240 .000720 . 001680 
5.30 lyr 8476 77.9677 |84.0878 |90.2079 |96.3279 |108.5681 |120.8083 §.30 
065583 051333 -037083 022816 -008550 019966 -048483 
002186 .OOL7II 001236 000760 .000285 000665 -GO1616 
5.35 |71.3548 |77.4496 (83.5443 |89.6390 |95.7337 {107.9231 {120.1126 5.35 
- 066333 052233 -038116 024000 .009883 . 018350 -046583 
002211 001741 001270} .000800] .000329 -OOOOII -OO1552 
53% |7r.110r |77.1922 [83.2743 |89.3563 [95.4384 |107.6026 |119.7668 5% 
.066716 052683 038633 024566 -010533 -017566 -045650 
- 002223 -001L756 .001287 .000818 -000351 -000585 -OOI521 
5.40 |70.8664 |76.9359 |83.0054 |89.0749 |95.1444 |107.2834 |119.4224 5.40 
.067083 053100 -039133 .025150 -OI1TI83 .016766 -044716 
002236 .001770 . 001304 -000838 -000372 -000558 .001490 
5.45 |70.3823 |76.4267 |82.4711 |88.5156 94.5600 |106.6489 |118.7377 5.45 
.067816] .053966 .O40116 .026300 012450 -O15216 . 042900 
-002260| .001798| .001337| .000876] .000415 - 000507 - 001430 
5.50 [69.9024 |75.9219 |81.9414 |87.9609 |93.9805 |106.0195 |118.0586 5.50 
.068500 .054800 -O41100 -027400 - 013700 013700 - 041100 
002283 001826 001370 -000913 .000456 -000456 -001370 
5.55 |69.4267 |75.4214 |81.4162 |87.4110 |93.4058 |105.39053 |117.3848 5.55 
.060183 .0556000 -042050 -028483 -014933 .012200 - 039350 
.002306 -001853 .OOI 401 -000949| .000497 - 000406 -OOI3ZII 
5.60 |68.955I |74.9253 |80.8955 |86.8656 |92.8358 {104.7761 |116.7165 5.60 
- 069833 056400 042983 0290533 -O16116 010750 - 037600 
002327 .001880 . 001432 -000984| .000537 -000358 -001253 
5% 68.7209 |74.6783 |80.6367 |86.5047 [92.5526 |104.4684 |116.3843 5% 
-O70I50 -056783 -043416 030066 . 016700 - 010033 -036750 
-002338| .001892} .001447|} .001002} .000556 . 000334 . 001225 
5.65 |68.4877 |74.4334 |80.3791 |86.3249 |92.2706 |104.1620 |116.0534 5.65 
.070466| .057166 - 043866 .030583 017283 009300 - 035900 
. 002348 ~OO1905 -001462 -OOIOI9| .000576 -000310 -OOII96 
5.70 |68.0244 |73.9458 |79.8672 |85.7886 |o9rt.7100 |103.5529 |115.3057 5.70 
-O71I00] .057933] .044766|] .031600] .008433 - 007883 - 034233 
.002370| .001931] .001492| .001053] .000614 000262 -OOILI4I 
5.75 |67.5651 |73.4623 [79.3596 /|85.2568 jor.1541 |102.9486 |114.7432 5.75 
071700] .058650] .045616]} .032583] .o19550 -006516 - 032583 
-002390] .001955| .001520} .001086} .o00651 000217 001086 
5.80 |67.1098 72.9830 |78.8563 |84.72905 |90.6028 |102.3493 |114.0958 Bo 
.072266] .059366 -046466] .033550 .020650 .005166 020566 : 
.002408| .001978| .001548; .o0rr18} .000688 .000172 + 001032 

5.85 |66.6584 |72.5087 |78.3572 |84.2066 |90.0560 |ror.7548 |113.4536 5.85 
.072833| .060200] .047266] .034500| .021716 - 003833 . 029383 
.002427| .002006] .001575| .O0II50| .000723 - 000127 .000979 

5% 166.4342 |72.2718 }|78.1003 |83.9468 |89.7843 |101.4504 113.1344 5% 
.073I00] .060400] .047683] .034966| .022250 . 003183 028616 
002436] .002013} .001589| .o01165| .000741 - 000106 .000953 


5.90 |66.21%0 {72.0367 |77.8624 |83.6881 |89.5138 |rozr.1651 |112.816 90 
.073366] .060716| .048066] .035416) .022783 - 002533 ete 














-002445| .002023| .001602} .oo1180| .000759 -000084 000927 

5.95 |65.7675 |7%.5696 |77.3717 |83.1739 |88.9760 |100.5802 |112.18 3 
.073900] .061366] .048833] .036333 .023800 .001250 Ce 368t6 "2° 
-002463| .002045| .001627} .o0r12II| .000793 . 000041 .000877 

6.00 |65.3278 |71.1065 |76.8852 |82.6639 |88.4426 {100.0000 TII.5574 6.00 
-074400] .062000] .049600}] .037200 -024800||  Ooida aes - 024800 
. 002480 002066 . 001653 001240 {0008267 Sialtsth.. - 000826 

Per piea Pe 
COREE ey, 34% 4% 4% 5% 6% 19 ee 





Interest Payable Semiannually 
20 YEARS 
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these tables for bonds maturing in 20 years. At what price 
will a 5 per cent bond having 20 years, 3 months, and 6 days 
to run sell to yield 5.60? 





Pricegiore2ony ears bond se wee teeters dase ey eee is Ae 92.83 580 
SOLOT LOW ORS INOSS) are erate wayeie. wore ele etekevenomreitve .048348 
LOOOS 3 Ne OM (GAYS) Meer ctervoie «Myers vein veae thee cet 003222 

Subtraceas wetrean sscitee tek Sem ermine estes eamakee ee 05157 
Price for a 20 year, 3 mos., and 6 day bond.......:... 92.78423 


In the case of a premium bond, of course, it becomes neces- 
sary to add the difference, for the longer such a bond has to 
run to maturity the greater the premium must be to effect a 
given yield. This is in contrast to a discount bond, where the 
longer the bond runs to maturity the greater the discount. At 
what price must a 6 per cent bond, having 20 years, 3 months, 
and 6 days to run, sell to yield 5.60? 


Pricestor-arzo year bond tan waciee te tau eee tes as eee 104.7761 
LOLOTSOM<Cuigin (MOSS) Ryne wicine Se Bees CR Gr are .032250 
2000315 Si KaH6 in GAYS) Paty crfaccrestics aeete's ouis seers .002148 

-034398 
Price for a 20 year, 3 mos., and 6 day bond............ 104.810498 


Bonds of optional duration—Many bonds which have a 
definite maturity date are nevertheless redeemable at the 
option of the issuing company before maturity. The terms 
under which redemption may take place are various.” They 
may be callable any time after issuance, at a specified date, 
before a definite date, between certain dates, or on and after 
a stated date. They may be called at par or at a premium. 
All these matters, of course, have an effect or value or yield. 

In as much as the length of time the bond has to run is the 
variable quantity, the problem is to find whether the earliest 
or latest maturity should be used in computing the price or the 
return. Within certain limits the interests of the borrower 
and lender are antagonistic, and the option of payment lies 
with the borrower. Therefore, the lender should adopt the 
most conservative basis of computation and figure the value, 
or return of his investment on the least favorable basis. 

Rule for computing bonds redeemable at par.—lIf the cost 
of the bond and the redemption price are both 100, or par, 
then the duration is of no consequence, for both the coupon 
rate and the effective yield is the same. 


7 See Chapter IX. 
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If the cost is below par, that is, if the bond is purchased at 
a discount, and the redemption price is par, then the longer 
the duration the less the yield. The investor, therefore, 
should compute his yield on the basis of ultimate maturity. 

Conversely, when the cost is above par, or at a premium, 
and the bonds are redeemable at par, then the longer the bonds 
run the greater the yield. Therefore, in such cases, it is proper 
to assume the shortest time the bond may run. 

Rule for computing bonds redeemable at a premium.—If 
the cost of the bond is par, or less than par, when the redemp- 
tion is at a premium the bond will have the lowest yield if held 
to maturity. The investor in this case should assume ultimate 
maturity. 

If the cost and the redemption are both at a premium, it is 
necessary first to compute the net return to maturity. If the 
price which corresponds to this return for a bond running to 
the redemption date is less than the redemption price, the in- 
vestor should assume that the bond will not be called and 
should make his computations on the basis of so-called ultimate 
maturity. Conversely, if the basis price is above the call price, 
the yield should be computed for the shortest period the bonds 
may run. In the latter case, the customary designation for, 
Say, a 30 year, 6 per cent bond, callable at 20 years is 20-30 
(or 1947-57). If the bonds are quoted to sell at a 5.50 basis 
to 1947, they are referred to as selling on a 5.50-6 per cent 
basis, meaning that they will net 5 4 per cent if called in 1947, 
and 6 per cent for as long as they run thereafter. 

Computation of yields for serial issues—In buying an issue 
of bonds known as “serials,” where a certain portion of the 
issue matures periodically, investment dealers sometimes aver- 
age the life of the issue and then, by the use of bond tables, 
base their computations on the average maturity. A more 
accurate method requires that a separate price be computed 
for each maturity, and the average of these prices taken. The 
error in the first method arises from the fundamental prin- 
ciple that the net return on a bond is based on reinvesting at 
compound interest a certain portion of the coupons as they 
severally become due. Each maturity of a serial issue must 
be computed upon its time, in order that this principle of com- 
pounding the interest may have its own application. 

Accrued interest—Stocks are often quoted “flat,” that is, 
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the price includes the price of the stock plus any ‘‘accrued 
dividends.” This is invariably true of stocks sold on the New 
York Stock Exchange. In the case of unlisted preferred stocks 
which are offered by investment bankers, however, they may be 
quoted “and accrued dividends.” Bonds not in default are 
generally quoted “and accrued interest,’ while bonds in de- 
fault and income bonds are usually quoted “‘flat,” any accrued 
interest being included in the price. Where bonds or stocks are 
quoted “and accrued interest,” it is necessary to make a further 
adjustment before the actual price to the purchaser is obtain- 
able. Thus, let us assume that on the first of September a pur- 
chase is made of a 20 year, 5 per cent bond, the interest dates 
of which are January 1 and July 1, at 113.68 and accrued in- 
terest. The purchaser will pay $1,136.80, which is the prin- 
cipal and premium of the bond, and also he will pay the in- 
terest on $1,000, the face value of the bond, from July 1 to 
September 1 at 5 per cent. ‘This is equivalent to $8.33 on 
a $1,000 bond. In other words, the coupon, which matures 
the following January 1 to the amount of $25, may be said 
to start ripening immediately after July 1. On September 1 
it has acquired a value to 1-3 of its entire value, or $8.33. 
The purchaser, therefore, pays $1,136.80, plus $8.33, or 
$1,145.13. 

Computation of yields for bonds sold flat.—It is sometimes 
desired to ascertain what a bond will yield at a given price 
when sold ‘flat’? (which means that the purchaser pays no 
accrued interest). A 20 year bond, bearing 5 per cent interest, 
payable semiannually, February and August, is offered for 
sale on April 1, at 115 “‘flat.”” What is the effective yield? 
The first problem is to find out how much interest has actually 
accrued on the bond. In this case, it is two months’ interest, 
or again $8.33. Deducting this from the price of the bond 
gives $1,141.67 (114.17 at 2 decimals). Looked at in an- 
other way, 114.17 and accrued interest is equivalent to 115 
“flat.” It then becomes necessary to determine the yield of a 
20 year, § per cent bond selling at 114.17. 

Segregation of income and principal of investments in 
estate accounting.—In handling bond accounts of trust estates, 
questions often arise as to the relative interests of the life 
tenants and the remainderman.s Where funds are placed in 


8 For a definition of these terms see p. 98, infra. 
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the form of a trust, from which the income goes to one party 
during his or her life, the principal going to the remainderman 
at the death of the life tenant, there are two distinct problems. 
The maximum income should be produced in the interest of 
the life tenant, yet the principal must be maintained intact. 
Where bonds are purchased at par at the beginning of the 
trust, there is no question as to what constitutes income and 
what principal. On the other hand, a bond purchased at a 
premium must be amortized, so that at maturity the par value 
plus the amortization will equal the original value. ‘This is 
equivalent to saying that a part of the interest received from 
premium bonds must be put into a sinking fund before payment 
is made to the life tenant, the sinking fund equaling the 
amortization premium at the time the bond is paid. 

Conversely, bonds purchased at a discount enjoy income 
from accumulation as well as from interest. Theoretically, the 
life tenant should receive the benefit of such accumulation. In 
practice, the segregation of income from principal is somewhat 
involved and is often neglected, or else the problem is met by 
the purchase of approximately an equal amount of premium 
and discount bonds. 

Where income and principal are to be accurately segregated, 
however, it is desirable to use schedules of amortization and 
accumulation.’ ‘The general principle involved may be stated 
as follows: “The cost of the bonds equals the principal or par 
value plus the premium, or minus the discount’; and, ‘The 
premium or discount of a bond, .*. . bought above or below 
par, is the present worth of an annuity of the difference of 
the rates” 

Premium bond.—To cover briefly the entire mathematical 
history of a loan, let us assume a 6 per cent, 4 year, semi- 
annual bond, issued February 1, 1927, and bought to yield 
4% per cent. 

On August 1, 1929, the value of the investment will be 
$1,021.50. If the bond is to be sold at this date, this sum, 
at least, must be obtained if no loss in principal is to be 
suffered. 








® For a complete discussion of various schedules of amortization and accumu- 
lation the reader is referred to Sprague, Charles E., and ‘Perrine, Ibis bes Sar lave 
Accountancy of Investment,” 1914, The Ronald Press, New York. See 
particularly Chapter XI. 
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Cash Net A morti- Book 
Date ‘Interest Income zation Value Par 
(cost) 
LO27 Heb. iss hee es $1,054.40 $1,000.00 
ANION TTS) Re $30.00 $23.70 $6.30 1,048.10 
TO28e REDS Tie aecias ae 30.00 23.60 6.40 1,041.70 
PAU DYE 12 Shaner 30.00 23.40 6.60 1,035.10 
EOSOMR ED: di see eee 30.00 23.30 6.70 1,028.40 
Auge Teen atoen es 30.00 23.10 6.90 1,021.50 
rozo Bebra. eho 30.00 23.00 7.00 1,014.50 
AU BIS ateisies sixes 30.00 22.80 7.20 1,007.30 
TOZL Mebs Tessas 30.00 22.70 7.30 1,000.00 


Following down the net income column, one notes the 
various amounts to which the life tenant is entitled, or which 
may be considered as true income. Thus, on August I, 1927, 
of the $30 coupon only $23.70 may be used as income, the 
remaining $6.30 being required to go to a sinking fund, which, 
with subsequent sums, will equal the premium at maturity. 
The life tenant, however, is entitled to interest on this fund, 
and it is necessary that the rate of interest thereon equal the 
yield on the bond if he is to receive a return equivalent to the 
yield at which the bond was purchased. 

In this way, the person entitled to the fund at the death of 
the life tenant is protected by the amortization fund. At any 
interest date the book value, which is the investment, will, with 
the accumulated sums laid aside, equal the original capital. 

Discount bonds.—Bonds purchased at a discount are treated 
in a similar fashion, except that the coupon rate plus the ac- 
cumulation equals the true income. ‘Thus, suppose a 3 per 
cent, 4 year, semiannual bond, was issued February 1, 1927, 
at a price to net 4% per cent. It is worth $945.60 at the 
time of purchase and its history is as follows: 


Cash Net 
Date Interest Income  Accumu- Book Par 
370 4Vi% lation Value 
OPP MIRA, doco ooddoor $ 945.60 $1,000.00 
AUR I terranes $15.00 $21.30 $6.30 951.90 
1928) eDM Tews criss ere 15.00 21.40 6.40 958.30 
PANIED Date everyeuiee 15.00 21.60 6.60 964.90 
OPE) INE Et ads oncao ow 15.00 21.70 6.70 971.60 
PAU The cueres hae 15.00 21.90 6.90 978.50 
EOS OM Coie laren 15.00 22.00 7.00 985.50 
VAIS The censtvesreten ite 15.00 22.20 7.20 992.70 


NOE INAS 90 cenne ousod 15.00 22.30 7.30 1,000.00 
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Stock dividends, recurring and special.—A similar problem, 
of course, arises in connection with stock dividends or divi- 
dends paid out as a distribution of assets—liquidating 
dividends, so to speak. In such cases, it is essential that the 
valuation of principal shall be kept intact, while all remaining 
income is paid to the life tenant. Let us illustrate this by a 
simple example. 4 died in 1920 and left $500,000 of stock 
in corporation X, ina life trust for the benefit of B, after whose 
death the principal goes to C. The corporation pays regular 
dividends of 6 per cent from 1920 until 1925, at which time 
a 50 per cent dividend is declared out of surplus. The ques- 
tion is, ‘“To how much of this is 4 entitled?’ We will assume 
the following balance sheet for corporation X at the time of 
A’s death (1920), and in 1925: 





1920 
Assets 2a bcbtes 34 earceets $4,000,000 Miabilitiestco.... seen $1,500,000 
Capital cence 2,000,000 
Surplus cic occes cess aoe 500,000 
$4,000,000 $4,000,000 

1925 
Assets’ (i ios:tiiscssotyea pes $7,500,000 Liabilities toner apricots $4,250,000 
Capitale.-. a omonenone 2,000,000 
Surplusmee sce er 1,250,000 
$7,500,000 $7,500,000 


From the above data it is seen that the $500,000 of stock 
left in trust amounted to one fourth of the entire issue out- 
standing, and, therefore, was entitled to a quarter interest in 
the $500,000 surplus carried on the books at that time. The 
book value of the stock, based on the 1920 balance sheet, was 
thus $625,000, which must be kept intact for the remainder- 
man. The payment of a 50 per cent cash dividend in 1925 
would affect the balance sheet of the corporation in the fol- 
lowing manner: 


Assets caciccsmeincrte selec $6,500,000 Liabilities ease ener $4,250,000 
Capitalin eas Fate ooo revs 2,000,000 
Surplus eae. BE AG oon 250,000 


$6,500,000 $6, 500,000 
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Such a payment reduces the book value of the $500,000 of 
stock in the trust fund from an original value of $625,000 
to $562,500. It is necessary, therefore, to retain $62,500 of 
the $250,000 cash due to the trust holding as a result of the 
dividend in the trust fund, otherwise there will result an im- 
pairment of principal. 

The principle here involved is clearly set forth in an im- 
portant New York case.”° 


1. Ordinary dividends, regardless of the time when the surplus out 
of which they are payable was accumulated, should be paid to the life 
beneficiary of the trust. 

2. Extraordinary dividends, payable from the accumulated earnings 
of the Company, whether payable in cash or in stock, belong to the life 
beneficiary unless they encroach in whole or in part upon the capital 
of the trust fund as received from the testator or maker of the trust 
or invested in stock, in which case such extraordinary dividends should 
be returned to the trust fund or apportioned between the trust fund 
and the life beneficiary in such a way as to preserve the integrity of the 
trust fund. 


Determination of stock yields—The problem of determin- 
ing stock yields is very much simpler than that of bond yields, 
for there is no return of principal, at least there is no promised 
date at which the principal comes due. In order to ascertain 
the yield on stock at any price, therefore, it is necessary only to 
divide the current dividend rate by the price at which the stock 
is selling. A stock that is selling at 90 and paying $7 a year 
thus yields 7.7 per cent. At least, this is the so-called current 
yield. In the case of common stock, particularly, the dividend 
rate is not fixed as in the case of bonds, nor is it necessarily con- 
stant as in the case of many preferred stocks. The dividend rate 
on common stock fluctuates largely with earnings and may be 
varied at the discretion of the board of directors. In com- 
puting the yield on common stock, therefore, the result must 
be clearly thought of as a current and not as a fixed yield. 

Mathematics of convertible securities—Where a security 
carries with it the right of conversion into another security, 
it frequently becomes necessary to compute the ratio of con- 
version and to determine whether conversion is profitable 








10In re Osborne, 209 N. Y. 450. 
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The various types of convertible issues have already been con- 
sidered as well as some of the mathematics of conversion.” 
Where conversion is on a par for par basis, the operation is 
a relatively simple matter, for, when the price of the ‘‘conver- 
sion” security * is above that of the one that is convertible, 
conversion is profitable. Convertible securities may be said 
to have two values: the one a purely investment value; the 
other arising from the conversion privilege. The value of a 
convertible security will not go below its investment value, re- 
gardless of the value of the “conversion” security. On the 
other hand, the value of a convertible security may go sub- 
stantially above its investment value, if the price of the con- 
version security so warrants. 

The mathematics of conversion are somewhat more com- 
plicated when the conversion ratio is other than par for par. 
Let us assume that the bonds of corporation 4 are convertible 
into its common stock at 110. ‘This means that bonds may be 
used to purchase the common stock of the corporation and 
that it takes $110 par value of bonds to purchase $100 par 
value of stock. ‘The conversion ratio is not expressed in terms 
of market values, but market values determine whether con- 
version is profitable. Let us assume farther that the bonds 
have an independent investment value of 96. That is, as an 
investment without reference to the conversion privilege, they 
are worth 96. The stock, we will assume, is quoted at 10s. 
Will the conversion privilege here raise the value of the bonds 
above their investment value? This can be answered by deter- 
mining whether the stock can be purchased more cheaply with 
cash or with bonds at 96. Bonds of $110 par value, worth 
$96 X 110, or $105.60, will purchase $105 worth of stock. 
It can hardly be said that the conversion privilege at this point 
has any effect on the price of the bonds, except that some 
investors may anticipate a rise in the price of the stock and 
bid up the bonds. Let us suppose that the price of the stock 
advances to 120. Will the bonds, valued on their conversion 
basis, be above or below their investment value? Bonds at 
$110 par value equal stock at $120 market value. The market 





11 See Chapter IX. 
12 Used to denote the security into which the convertible security may be 
converted. 
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value of the bonds must at least equal cre 6 109.99, other- 
110 


wise investors would purchase the bonds, convert them into 
stock, and sell the stock at 120, thus making a profit through 
such arbitrage operations. It is thus seen, in this latter case, 
that the conversion privilege has raised the price of the bonds 
above their investment value.” 

The methods by which various companies handle conversion 
ditfer. Some companies charge the investor accumulated in- 
terest, or dividends, on the new security and credit accrued 
interest, or dividends, on the old. In other cases, no adjust- 
ment is made, the securities being exchanged on a “‘flat”’ basis.** 
This may operate slightly to the disadvantage of the investor 
who converts, where interest has accrued on the convertible 
security, but not on the conversion issue. In such cases a 
further slight adjustment will appear in market prices, which 
will cause them to vary slightly from their true conversion 
values: 

Subscription rights—-The mathematics of subscription 
rights have already been discussed at some length and need 
be reviewed only briefly at this point.** It is the custom for 
corporations which increase their capital stock to allow present 
stockholders the first rights to subscribe thereto. In fact, this 
is generally required by law, otherwise it would be possible to 
disturb the relative distribution of the present equities in a 
corporation and to shift the control of the company through 
new stock issues. When stock is so offered, the present stock- 
holders are allowed to subscribe to the new issue in proportion 
to their present holdings and on equal terms. Often the sub- 
scription price is below the current market price. ‘Thus, let 
us assume that corporation A, with $1,000,000 of capital stock 
outstanding, par $100, decides to increase its stock to $1,250,- 
000. The current market for its stock is 130. The new stock, 
however, is offered to the stockholders at 100, in the propor- 
tion of one share of new stock for every four shares of old 
stock held. What is the value of the rights going with a share 
of old stock? 





13 For further examples of convertible securities see Chapter IX. 
14Jnterest is included in the price. 
15 See p. 245. 
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Let: x = the required value, 
P = the difference between market value and subscription 
price (in this case 30), 
R = the percentage rate of increase (in this case 25 per cent), 


bbe xX<aR ae 30 X .25 
Petes 4s 
= $6; 


Then x 


Stock dividends.—The declaration of stock dividends gives 
rise to some minor questions of a mathematical nature, but 
need not cause confusion, if one regards them as a capitaliza- 
tion of surplus. The declaration of a stock dividend, per se, 
does not in any way affect the proportionate participation of 
the stockholder in the corporation, nor does the corporation 
thereby pay out any of its assets. In its simplest form, the 
changes in the accounts of a corporation resulting fram the 
declaration of a stock dividend may be designated as follows: 


BALANCE SHEET OF CORPORATION X 


Assétsteia. fre ce eaeeee $1,000,000 Common Stock par 100.... $ 300,000 
Diabilities soaccyhecesscie ers 400,000 

Surplus ra. secs eens 300,000 

$1,000,000 $1,000,000 


Let us assume that the corporation elects to pay a 50 per 
cent stock dividend. This, of course, results in an increase 
in the capital stock item of $150,000 and a decrease in surplus 
of a similar amount.’ In other words, the balance sheet will 
take the following form (after payment of the dividend) : 


?- 
ASSets) Whar Mes ence reas $1,000,000 Common Stock, par 100.... $ 450,000 
Liabilities ence cee eee 400,000 
Surplus? spesct. seseaccie ce 150,000 
$1,000,000 $1,000,000 


If the dividend rate on the old stock is maintained for the 
new stock, or if the dividend rate is not reduced propor- 
tionately, an increased return results for the stockholder. 
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Otherwise, the position of the stockholder is not substantially 
different from what it was before the dividend, except that 
his proportionate equity is evidenced by a greater number of 
shares than before. 

The declaration of a stock dividend may be anticipated by 
a rise in the price of the old shares of a corporation, but the 
mere fact that a split-up (as a stock dividend is sometimes 
called) takes place does not in itself affect the value of the 
equity represented by the stock of the company. ‘Thus, if the 
market value of the stock of corporation X was $200 a share 
before the declaration of the previously assumed 50 per cent 
dividend, it would sell ex dividend at $133.33 a share. That 
is, one and a half new shares equals the value of one old share. 

Strictly speaking, a stock split-up, as contrasted with a stock 
dividend, means increasing the number of shares of stock out- 
standing and either decreasing the par value thereof, or chang- 
ing the stock into no par value stock. In the present case, 
for example, the corporation might have changed the stock 
into 18,000 shares of no par stock and given 4 shares of new 
for each share of old. In this case the new stock would have 
had a market value at the time of split-up of $50 a share. If 
one assumes farther that the old dividend rate was $10 a share 
and that the rate on the new stock is to be $3 a share, the 
result would be equivalent to an increase of $2 a share on the 
old stock. 

The student may ask, “Why is it necessary to go to all the 
trouble of declaring stock dividends?” To be sure, the same 
results may be effected by changing the dividend rate on the 
old stock. Yet the effect of a stock split-up is to lower the 
unit price per share of stock. A wider market is created for 
stock selling at $50 a share than for stock selling at $200 a 
share. There are more buyers for 4 or 5 shares of stock at 
$50 than for 1 share of stock at $200 or $250 a share. In 
this way, at least, there is an indirect relation between the 
declaration of stock dividends and the market value of the 
stock of a company.” 

Dividends may be declared in scrip or even in the bonds 





16 Other reasons for the declaration of stock dividends involve questions of 
taxation, a desire to reduce the current dividend rate on stock in order to dis- 
tract attention from large earnings, or the desire to capitalize surplus. 
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of a corporation. Where the dividend is in the form of an 
obligation of the company, the result is essentially that of 
declaring a deferred cash dividend. Surplus or earnings must 
be debited, and the bond account credited, for the amount 
of the dividend, instead of cash. The same results might 
have been obtained so far as the corporation is concerned, if 
it had borrowed the money and paid a cash dividend. 


CHAPTER XXVIII 
THE MECHANICS OF INVESTMENTS 


Purchase and sale of stocks—types of houses.—Stocks may 
be purchased from brokers who are members of some stock 
exchange, from nonmember brokers, or from investment bank- 
ing houses. Strictly speaking, the broker, whether a member 
of a particular exchange or not, does not maintain a position 
in securities. That is, he does not own securities himself, but 
buys and sells on a commission basis. The investment house, 
in contrast, owns certain securities which it offers for sale at 
stated prices in the same way that a retail or a wholesale mer- 
chant offers his wares for sale. Despite this theoretical dis- 
tinction, however, some investment houses execute orders, 
usually through a correspondent brokerage firm, while some 
brokers buy and sell stocks on their own account. 

Commissions.—From the investor’s standpoint, the differ- 
ence between purchasing securities on a brokerage basis or 
purchasing from a house that owns them outright relates 
largely to the matter of commissions. If an order is placed 
with a broker to purchase stocks or bonds in the open market, 
the total charge will include not only the price of the securities 
but a commission as well. Brokers operating on exchanges 
charge standard commissions for buying and selling. On the 
New York Stock Exchange the charges on stock transactions 
are as follows: 


Per 100 Shares 


Stocks selling: below $10 $7.50 
at $1zo and under $25 12.50 
at 25 and under 50 15.00 
at so and under 75 17.50 
at 75 and under 100 20.00 
at roo and under 200 25.00 


On stocks selling at $200 a share and over, 25 cents a share 
for the first $200 in price and 5 cents per share additional for 
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each $50 increase in price, or fraction thereof. The minimum 
commission on an individual transaction in stock is $1." 

Stocks sold on a net basis.—In the case of stocks which are 
purchased or sold for the account of the house, whether it 
does a brokerage or a banking business, a net price is ordi- 
narily made to the customer which includes all commissions. 
Thus, in the case of unlisted stocks, which are traded in by 
houses that specialize in their purchase and sale, the market 
is established by bid and offer prices. Such houses offer stock 
for sale at one price and offer to purchase it at another. This 
spread may be as high as 5 or 10 points for inactive stocks, 
whereas, for actively traded in stocks, the market is much 
narrower. 

Transfer taxes.—There is a Federal stamp tax on original 
issues of stock amounting to 5 cents for each $100 of par 
value, or fraction thereof, of stock, and 2 cents a share on 
each transfer thereafter. In the case of no par stock the 
original tax is 5 cents a share at the time of issue and 2 cents 
a share on transfers. This transfer tax must be paid by the 
seller. Accordingly, in the case of brokerage transactions, the 
seller has deducted from the proceeds of the sale not only the 
broker’s commission, but the tax as well. In the case of out- 
right purchases the purchasing house may or may not agree 
to pay the transfer tax. 

In addition to the Federal transfer tax, a state tax is im- 
posed on the sale of securities in Massachusetts, New York, 
and Pennsylvania. ‘This tax is imposed on the sale, agreements 
to sell, memoranda of sale, or transfer of all stock, and 
amounts to 2 cents on each $100 of face value, or fraction 
thereof, and 2 cents a share on stock without par value. These 
taxes are likewise payable by the seller and must be paid 
whether the transfer of stock is made on the books of the 
company, by assignment in blank, by delivery, or by any paper 
transferring the beneficial or legal title, or merely the pos- 
session of the stock or certificate, alihonen agreements evidenc- 
ing the deposit of securities as collateral for loans are exempt. 





1JIn addition to the commission, purchasers or sellers.of listed stocks in less 
than 100 share lots are charged from 4% to 4% of a point above the last actual 


sale price. This goes to the odd-lot specialist. The trading unit on the larger 
exchanges is 100 shares. 
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Transfer of stock.—Stock certificates are negotiable instru- 
ments. Each certificate is made out in the name of the owner 
who subsequently can transfer title either by indorsing the 
certificate to a specific party, by blank indorsement, or by 
executing a power of attorney which authorizes some one else, 
usually a bank or a broker, to transfer the stock. 

On the face of each certificate of stock will appear the serial 
number, the total amount of the issue, the number of shares 
represented by the certificate, proper signatures by the officers 
of the company, and the necessary authentication by the regis- 
trar and transfer agent. On the back of the certificate there 
appears a blank form of power of attorney with bill of sale 
and power of substitution. This appears usually as follows: 


For value ‘received ?.))'259)..%). : hereby sell, assign, and transfer unto 
peers. shares of the capital stock represented by the within certificate 
and do hereby irrevocably constitute and appoint ...... attorney to 
transfer the said stock on the books of the within named company with 
full power of substitution in the premises, 


In. thei presence of (.):...< 32.4) 


Notice. The signature to this assignment must correspond with the 
name as written on the face of this certificate in every particular without 
alteration or enlargement, or any change whatever. 


Corporations customarily maintain three books in connection 
with stock transfers. A certificate book is kept which is similar 
in some ways to an ordinary check book. This book contains 
a series of certificates and stubs. When a new certificate is 
issued, the name of the owner, as well as that of the former 
owner in case of transfers, the date of issue, and the number 
of shares are all entered on the stub. When the certificate is 
returned to the company for transfer, it is marked canceled 
and reattached to the original stub. Then a stock record book 
is kept for the purpose of recording all transfers and issues, 
as well as a third book in which is contained a list of all the 
stockholders of the corporation and their individual holdings. 

When a stockholder wishes to transfer his stock, he either 
indorses it in blank or indicates the name of the transferee on 
the certificate. It is often preferable to indorse to a specific 
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person, otherwise the certificate may be lost or stolen and 
reach an innocent purchaser for value whose title is valid. 
The old certificate, upon being received by the company with 
instructions to issue a new certificate in the name of another 
holder, is canceled and the company makes the necessary 
changes in its records. The new certificate must be authenti- 
cated by the transfer agent and registrar who are independent 
of the corporation. ' 

Uniform stock transfer law.—A uniform stock transfer law 
has been enacted in Massachusetts, Pennsylvania, and New 
York, the essential provisions of which may be briefly outlined. 
Title to securities may be transferred by the delivery of certifi- 
cates when indorsed in blank or attached to a written assign- 
ment. When instructions are given as to the new holder, a 
new certificate in his or her name is required. If the indorse- 
ment was secured by fraud or duress, or if delivery was made 
without authority of the owner, the transfer may be declared 
void in case the certificate does not come into the possession 
of a third party for consideration who is ignorant of any ille- 
gality. Lack of consideration does not invalidate an indorse- 
ment. Every person who transfers a certificate for value war- 
rants (a) the genuineness of the certificate, (b) his legal right 
to transfer it, and (c) that he has no knowledge of any defect 
in the validity of the certificate. The transfer laws of other 
states are generally similar to the uniform law just mentioned. 

Orders to buy and to sell.—There are a number of differ- 
ent ways in which orders may be given to buy and to sell stocks. 
We shall briefly describe some of the more important. 

The simplest type of order is known as a market order. 
Here the buyer or the seller gives his broker an order to buy 
or to sell a definite number of shares of stock ‘“‘at the market.”’ 
On such an order, the broker buys or sells the stock immedi- 
ately. In the interests of his customer, however, the broker 
must carry out the order at the best, possible bid or offer on 
the market. In the case of actively quoted stocks a market 
order is generally, although not necessarily, executed close to 
the last sale previous to the entering of the order. 

Another type of order carries with it a stated price. Thus, 
an order may be given to a broker to purchase or to sell a 
certain number of shares of stock at a specified price. Such 
an order may be for a stated time or good until canceled. 
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Where the price is specified, the broker works on the order as 
long as it is in force and attempts to get the specified price. 
He may get the stock at a lower price, or he may sell it at a 
higher price, for this is in the interest of his client; but he 
may not execute it on less favorable terms than those specified. 

Stop-loss orders are often given to protect a speculative posi- 
tion in stocks. Let us assume that a speculator has purchased 
100 shares of Steel Common at 158 and wishes to limit his 
loss to 5 points. He may enter an order to “‘sell stop” at 153. 
The broker then acts only if and when the stock declines to 
1§3, at which time he proceeds to execute the order at a price 
as mear to 153 as possible. Similarly, when a speculator is 
operating on the short side of the market, he may enter an 
order to “buy stop” at a price somewhat above the current 
market. ‘Thus, assume that the individual in our example had 
sold 100 shares of Steel Common at 158 and desired to limit 
his loss to § points. He would then enter an order to “buy 
stop” at 163, and the broker would execute this order at the 
most favorable price possible after the stock reaches 163. 

Discretionary orders are blanket orders placed with the 
broker to buy or to sell stock whenever he considers the time 
advantageous. For obvious reasons, such orders are not cus- 
tomarily accepted by reputable brokers. 

The period during which an order remains in force is speci- 
fied when it is given. An order may be “good for the day,” 
“good for the week,” or for any other specified time, or it 
may be good until canceled. It is customary to make automatic 
adjustments in order to account for dividends. If the quar- 
terly dividend on a given stock is $1 a share, it will sell ex 
dividend $1 lower than the previous close. Thus, if a broker 
has an order ta buy 100 shares of such a stock at $50, ordi- 
narily, he will lower this price to $49 the day it sells ex edge 
and so notify his customer. 

Selling short—When an individual sells stock which ne 
does not own he is said to “‘sell short.” It may seem odd to 
sell something not owned, but it must be remembered that any 
speculative transaction, that is, a transaction in which the main 
consideration is enhancement of principal and not income, con- 
sists of two parts: a purchase, and a sale. In a short sale, 
the order is reversed to a sale and a purchase. Thus 4 may go 
into a broker’s office and enter an order to sell 100 shares of 
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steel ‘‘short’? at the market. The broker proceeds to do this 
and, we will assume, sells the stock at 150. It is necessary, 
however, for the broker to make an actual delivery of this 
stock to the purchaser before the close of business on the 
following day.? 4’s broker, therefore, must borrow the stock 
from some one who has the stock to lend. There is a group 
of brokers on the exchange who specialize in lending stocks, 
for the consummation of short sales. 

Loans of stock.—When stock is lent in this way the lender 
insists that the borrowing broker lend him an amount of money 
equal to the market value of the stock. If the stock is plentiful 
for lending purposes, the broker who lends the stock but bor- 
rows the money will be required to pay the current rate of 
interest on this loan. If, however, there is a scarcity of stock 
then the rate of interest declines. In fact, it may go to zero, 
in which case the lending rate is “flat.” In times of extreme 
scarcity the broker who lends the stock may get the loan of 
money at a cash premium. That is, in addition to being 
favored with the loan at no interest, he may receive a cash 
premium from the borrower of the stock. The client who 
originally went short, however, has to pay for this, and, fur- 
thermore, is required to pay the amount of any dividends de- 
clared while he is short of the stock. 

Margin transactions.—In cases where stock is sold short, 
as just described, the broker, of course, will require some pro- 
tection against the possible inability of 4 to consummate the 
transaction. For example, let us assume that the price of 
U. S. Steel advances to $200 a share before 4 covers (that 
is, buys in). If the broker had nothing in the way of security, 
he would stand to lose the difference between 150 and the 
market price of the stock, plus any additional charges, such 
as dividends and interest, if 4 went bankrupt during the in- 
terim. For this reason, the broker will require 4 to put up, 
not necessarily the entire value of the stock, but a margin 
equal, we will say, to 25 per cent of its value. If 4 then goes 








? There are several different types of delivery. Where a cash sale is made, 
the stock must be delivered by the seller to the buyer on the day of the sale. 
Where sale is for regular delivery, delivery must be made before the close 
of business on the following day. Stock may also be séld for 3-day delivery, 
or at the buyer’s or the seller’s option. In the latter transaction, such option 
is not for less than 4o nor more than 60 days from the day of the contract. 
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bankrupt the broker can use this margin deposit, plus what he 
originally received when he sold the stock, to purchase stock 
with which to pay back the 100 shares borrowed at the time 
of the sale. If 4 was required to put up a 25 per cent margin 
at the time of the sale, his requirements would have been 
$37.50 a share or $3,750 in all. If the stock later advanced 
to $200 a share, the original margin requirement would be 
insufhcient. The broker, therefore, would have required addi- 
tional margin long before the stock reached 200. If 4 had 
failed to meet this call he would have been closed out. That 
is, when the stock had advanced, say, to 175 the broker would 
probably have called for more margin. Had this not been 
forthcoming, he would have purchased the stock and returned 
to the customer the amount due. Exclusive of commissions, 
interest, dividends, and transfer taxes this would have equaled 
$12.50 a share. On the other hand, if the stock declines in 
price, the short seller can complete his transaction by purchas- 
ing and make a profit thereby. 

Stock may also be purchased on a margin. Let us assume 
that 4 wished to purchase 100 shares of a stock selling at 
$100 a share on a margin instead of selling short as in the 
previous case. We will also assume that the broker insists on 
at least a 25 per cent margin. This is equivalent to $2,500. 
The broker purchases the stock and lends 4 $7,500 with which 
to carry the entire 100 shares. The broker, of course, holds 
A’s certificate and also charges him interest on the loan. 4, 
however, is entitled to all dividends on the stock. Further- 
more, if the price should rise to $120 a share, 4 may sell and 
retain all of the $20 a share profit, or, if the stock declines 
to 90, the loss is likewise entirely suffered by 4. The broker 
gets the money which he lends to 4 by borrowing at his bank 
on a time note or by borrowing in the call loan market “on 
call.’ * The rate of interest charged by the broker to his 
customer will be fractionally higher than that which he is re- 
quired to pay. 





3Money borrowed “on call” must be paid back when demanded by the 
lender. Call loans are always secured, usually by the deposit of stocks and 
bonds. It is customary in the New York call loan market to renew call loans 
from day to day at the call loan rate for the day. Call money fluctuates from 
day to day in sympathy with the demand for and supply thereof. 
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Margin requirements.—Whereas the margin requirements 
of brokers vary, the following limits apply generally to securi- 
ties listed on the New York Stock Exchange: 


Shares selling: under $10 must be paid for in full. 


from $ro to $20...... 50 per cent 

from))20' to 6047.4. 10 points (dollars a share) 
from) (60) tO) 190-14.116% 15 points (dollars a share) 
from 90 to I10...... 20 points (dollars a share) 
PLOMeLLONtO NL 2 5) 25 points (dollars a share) 


These requirements vary, of course, with the particular stock 
carried. There are no set rules adopted by the exchange, each 
member making his own schedules. With securities which 
fluctuate widely in value, larger margins are often required. 
The broker, if he is doing a conservative business, wishes to 
protect both himself and his client. It is not considered good 
business practice to encourage purchases by customers who are 
not properly protected during unusual declines. 

Collateral for bank loans, use of securities as—lIn other 
cases, investors prefer to have the stock transferred to their 
name, and use it as collateral for a bank loan rather than to 
operate on a margin basis. Banks will lend between 50 and 
75 per cent of the value of most active stocks. It is often 
possible for the investor to get a lower rate of interest in this 
way than that charged by a broker. Where the bank receives 
stock indorsed in blank, as collateral, no additional papers are 
necessary. Where the stock is in the name of the borrower, 
a power of attorney, properly made out, is given to the bank. 

Purchase and sale of bonds; registered and coupon bonds. 
—Bonds as well as stocks are negotiable instruments. Coupon 
bonds, however, are different from stocks, in that they are 
payable to bearer, which means that title passes by delivery. 
Delivery of the bond thus constitutes full transfer. In the 
case of registered bonds, however, the question of transfer is 
not unlike that of stocks. Registered bonds are payable only 
to the party whose name appears on the bond, and, in order 
to transfer title, the bond must be properly indorsed and re- 
turned to the company, which then issues another bond in the 
name of the new owner. The inconvenience attached to reg- 
istered bonds causes them to sell at a slightly lower price than 
coupon bonds, although this differential rarely exceeds one 
fourth of a point. 
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In the case of coupon bonds, payment of interest is made 
upon presentation of the proper coupon. Similarly, the prin- 
cipal is paid upon presentation of the bond itself. The holder 
of a fully registered bond receives both interest and principal 
in the form of a check. If the bond is registered as to prin- 
cipal only, then interest is paid upon presentation of coupons, 
while principal is paid to the registered holder by means of 
check. 

Accrued interest.—Practically all bonds are quoted and sold 
‘‘and interest.” * This means that the total cost of the bond 
includes both the agreed price and the accumulated interest. 
This is proper, since the owner of the bond is entitled to inter- 
est on his security so long as he holds it, whereas the new 
owner’s interest should begin at the day of purchase. Regard- 
less of the current rate of interest, or the yield basis on which 
the bond is sold, it is customary to figure accrued interest on 
the basis of the coupon rate of interest which the bond bears.* 

Commission on bond sales.—lIn the case of unlisted bonds, 
transactions are usually “net,” that is, the price includes all 
commissions. The reason for this is the fact that unlisted 
bonds are usually bought and sold by houses that act as dealers 
rather than as agents or brokers. In the case of bonds listed 
on the New York Stock Exchange the following rates are 
charged: 


Class Commission per $1,000 Bond 
Rails, Utilities, and Industrials: 
ongelermum(avermtlyeny Cals) larrcilaracie star $1.50 
Short Term (within five years)........... 1.25 
Minimum Charge per Transaction......... 1.00 
Government, State, and Municipals........... 621% cents 


The New York Stock Exchange.—No discussion of the 
subject of investment would be complete without some refer- 
ence to the New York Stock Exchange. This organization 
occupies a position of unique importance in the field of finance, 
although only a relatively small proportion of actual sales of 
securities are made within its jurisdiction. 





4 Bonds in default and income bonds are generally sold “flat,” that is, the quota- 
tion includes any accumulated interest. 
5 The computations involved in determining accrued interest are discussed on 
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Membership and organization—The New York Stock 
Exchange is an unincorporated organization, limited to 1,100 
members. Membership is termed a “seat,” and gives the 
owner the privilege of transacting business on the floor of the 
Exchange. The objects of the Exchange are “to furnish ex- 
change rooms and other facilities for the convenient transac- 
tion of their business by members, as brokers; to maintain high 
standards of commercial honor and integrity among its mem- 
bers; and to promote and inculcate just and equitable principles 
of trade and business.” 

Members may act as either brokers or traders, or both. 
As brokers they execute, for their clients, orders to buy or to 
sell securities on the floor of the Exchange. As traders, they 
buy and sell securities on the floor of the Exchange for their 
own account. 

We need not go into detail regarding the organization of 
the Exchange. As a matter of practice, the Governing Com- 
mittee is vested with absolute power over its members. This 
Committee has power to suspend or to expel any member for 
violations of the constitution, or for unjust or inequitable con- 
duct in connection with trading, or for any acts which may be 
detrimental to the Exchange. The Governing Board has 
always insisted on a high standard of business conduct, and 
members may be disciplined for offenses against the rules of 
the Exchange even though no civil statutes are violated. 

The Exchange, through its rules and constitution, aims to 
safeguard the interests of the public in dealings with members 
and to hold members to the highest standards of business 
ethics. Contracts made on the floor of the Exchange are 
inviolate and must stand unless both parties agree to a modi- 
fication of terms. 

Listing securities, requirements for.—Only stocks that are 
listed may be traded in on the Exchange. When a corporation 
wishes to have its securities listed, it must make a formal appli- 
cation which is passed on by the committee on stock list. The 
listing fee is $100 for each $1,000,000, or part thereof, of 
each class of securities to be listed. For stock without par 
value the fee is $100 for each 10,000 shares. Upon making 
such formal application the corporation is given three docu- 
ments to be filled out: a list of requirements to be met; a 
distribution statement; and a questionnaire. 
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We shall not consider the rather technical detail that is 
involved in these documents, nor shall we undertake an exami- 
nation of all the requirements that must be met.° In a general 
way, it may be said that complete information 1s required con- 
cerning the nature of the corporation, its product, its history, 
its management, its places of doing business, its capitalization, 
and so forth. The latest available balance sheet and income 
account of the corporation, together with.a complete financial 
history, is likewise required. A statement of the purpose of 
the issue to be listed must be furnished, as well as copies of 
the corporation charter and by-laws, and certain legal papers 
certifying the legality of the issue about to be listed. The 
Exchange likewise exercises strict supervision over the form 
and the manner in which all securities shall be engraved and re- 
quires that all corporations making application for listing their 
securities agree to maintain a transfer office or agency in the 
Borough of Manhattan, City of New York, where all listed 
securities shall be directly transferable, and principal, interest, 
and dividends thereon payable. A registrar must likewise be 
maintained other than the transfer office or agency where all 
listed securities shall be registered. 

Once a corporation’s securities are listed, in all or in part, 
the Exchange requires it to publish at least once a year, fifteen 
days in advance of the annual stockholders’ meeting, a state- 
ment of its physical and financial condition, an income account 
covering the previous fiscal year, and a balance sheet showing 
assets and liabilities at the end of the year; also an annual 
income account and balance sheet of all constituent subsidiaries, 
owned or controlled, or a consolidated income account and a 
balance sheet must be furnished. The Exchange further re- 
quires that adequate notice be given of rights or subscription 
privileges, actions regarding dividends, and interest. In fact, 
adequate notice is required of all acts that affect the interests 
of the holders of the listed securities. 

One of the essential functions of the Exchange is to facili- 
tate trading in securities. To this end, securities with a narrow 
or restricted market are not acceptable. And, similarly, “‘cor- 





6 A more complete discussion of listing requirements may be found in Meeker, 
J. E., “The Work of the Stock Exchange,” p. 446 ff., 1922, Ronald Press, New 
York. See also Huebner, S. S., “The Stock Market,” Chapter IX, 1922, Apple- 
ton & Co., New York. 
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ners’ are regarded as highly detrimental to free trading. 
Accordingly, when it appears that the distribution of a stock ts 
such as unduly to restrict trading it may be stricken from the 
list, or trading therein may be suspended.” 

The listing nor a security, generally speaking, gives it a wider 
market than it would otherwise enjoy. The fact that active 
trading takes place in most listed securities also makes it pos- 
sible for the holder of such securities to obtain accurate infor- 
mation regarding the market value of his holdings from day 
to day. This is made available through current quotations on 
actual sales. Listing is also a guaranty that the issue is bona 
fide, and has behind it a going concern. Likewise, the pub- 
licity that is assured the owners of listed securities is helpful. 
The fact that usually there is a wide market on listed securi- 
ties, as well as complete data relative to their market price, 
adds to their collateral value. Banks do not accept pledged 
securities as investments, but rather as assets to be disposed 
of if the loan is not repaid. The ease with which the collateral 
may be converted into cash, therefore, rather than its inherent 
investment value, is the governing consideration in determining 
how much will be lent on a given stock or bond. Outside these 
advantages there is little difference between listed and unlisted 
securities. The mere fact that a security is listed is no guar- 
anty of value. 

Ticker service recording sales of stocks and bonds.—All 
transactions in stocks and bonds on the New York Stock Ex- 
change are given immediate publicity by means of the ticker. 
There are, in fact, two services, a bond ticker and a stock 
ticker. Prices are immediately recorded on ticker machines 
and duplicated in brokerage offices throughout the United 
States. Prices recorded on the tape, as it is called, are records 
of actual transactions that occur on the Exchange. 

Other exchanges.—The New York Curb Exchange is an 
organization of lesser importance than the Stock Exchange, 
although somewhat similarly organized. It also functions in 
much the same way as the New York Stock Exchange. Mem- 


7 Stock is said to be “cornered,” when a large part of the floating supply is 
acquired by an individual or group who may thus control its price. Those 
who are short of a stock in this position are at the mercy of those who have 
cornered the stock and must cover their sales at whatever price is asked. In 
the case of “cornered” stock the regular rules of delivery may be suspended. 
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bership is limited, dues are payable, stocks and bonds are listed, 
and buying and selling orders are executed, although the stocks 
there listed are often new issues, or issues that cannot meet 
the New York Stock Exchange listing requirements. There 
are also organized stock exchanges in other cities, among the 
more important of which are the Boston Stock Exchange, the 
Chicago Stock Exchange, andthe Philadelphia Stock Exchange. 
Trading on these exchanges, however, is dominated by the 
state of trading on the New York Exchange. 

The investment banker, functions of —There is a wide dis- 
tinction between the work of a stock exchange house, which 
does a strict brokerage or commission business, and the invest- 
ment banker. The former operates strictly on a commission 
basis and will execute any order accompanied by proper assur- 
ances that the client can meet his obligations. He assumes 
no responsibility as to the outcome of his client’s operations. 
He simply stands ready to execute orders. 

‘The investment banker, on the other hand, is a merchandiser 
in securities. He is different in this respect, also, from the 
commercial banker who deals in short term paper. Although 
investment bankers may be classified as wholesale and retail, 
according to the size of the business they do, their essential 
functions are generally similar and may be discussed under 
four headings: purchasing; selling; protective; and advisory. 

Purchasing function—When a corporation desires funds 
for long term financing, it approaches an investment banking 
house and states its requirements. Negotiations are then en- 
tered into which result either in the banking house purchasing 
or rejecting the issue. New concerns often shop around with 
their proposition until they get the most favorable terms; but, 
once a connection is established, usually it is maintained. In 
this respect, custom differs from that found in municipal financ- 
ing, where the award is made at a public sale to the highest ° 
bidder. The practice of continuing relationships with one 
house has recently been a subject of criticism, particularly in 
the railroad field, on the grounds that competition between 
bankers for new issues should give the company a better price. 
As opposed to this argument, however, is the practical one that 





8 But not necessarily so. Consider, for example, the appearance of many of 
the Standard Oil issues on the Curb. Generally, however, securities traded in 
on the Curb are less widely known. 
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long continued relations with a single banking house are desir- 
able. Experience with successive issues familiarizes the banker 
with the affairs of the concern. As a result, he can more 
intelligently guide the corporation’s financial policies. Like- 
wise, in times of emergency, the banker feels a certain respon- 
sibility for those houses with which it has had continued rela- 
tions. 

Prior to the purchase of an issue, the banking house custom- 
arily makes an exhaustive investigation. The first step in 
this process is the preliminary investigation which covers only 
the financial statements and general history of the company. 
If this survey shows a proposition of real merit, then a more 
exhaustive examination is made of the plant and internal affairs 
of the corporation. At this stage, appraisers are engaged to 
determine the value of buildings, equipment, and inventories. 
Auditors are employed to check up on financial records and 
accounting practices. Engineers study production and market- 
ing policies, and attorneys investigate franchises, leases, and 
contracts. Each specialist reports back the results of his in- 
vestigation. ‘The next step is a conference, at which the nature 
of the security, the interest rate, the maturity dates, and the 
purchase price are settled. The banker, throughout, always 
considers the possibility of a resale to the investing public. His 
reaction during the investigation and conferences, therefore, 
centers on whether the proposition can or cannot be sold. In 
view of the narrow margin that generally exists between the 
purchase and the sale price of the better grade issues, it is 
important for him to determine in advance the reaction of the 
public to the issue. 

Selling function—Once an issue has been purchased, the 
next function is to distribute it to the investing public. In case of 
large issues, the originating firm will invite other houses to join 
in underwriting a part of the entire amount. In the case of 
smaller issues the purchasing house undertakes the entire dis- 
tribution, although it offers certain concessions to other dealers, 
who, in turn, retail the securities so purchased to their clients. 
The selling function is pursued vigorously by the investment 
banker once an issue is purchased. Descriptive circulars are 
prepared and mailed to a wide list of prospects; advertisements 
are inserted in financial publications; and customers are ap- 
proached by the bond salesmen of the house. In fact, to-day 
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the distribution of new securities is a merchandising problem 
that is often solved by the application of high powered sales- 
manship. 

To this end investment banking houses require salesmen of 
a high order. Indeed, many houses develop and train their 
own bond salesmen. Recruits are carefully selected, often 
from the graduating classes of universities. During the early 
stages of training these recruits are put to work at various 
minor positions in the firm, such as running errands, assisting 
in statistical and accounting work, and attending classes and 
lectures. Later, they will be assigned a list of prospects on 
which to call, possibly in the company of an older man. 
Finally, the initiates are put on their own feet. A nominal 
salary is usually paid during the preliminary period. Subse- 
quently, remuneration may be entirely on a commission basis, 
or on a salary and a commission basis. 

Protective functions—The investment banker has been 
referred to as the watch dog of our capital resources. The 
inability of the ordinary investor to discriminate between good 
and poor investments has placed a real responsibility on the 
investment banker. His most important function is to keep 
his clients out of poor securities. However, since no one is 
infallible, mistakes are bound to be made even by the best 
investment bankers. Some issues, regardless of how carefully 
they were originally investigated, turn out poorly. When this 
occurs the originating house, in a way, is responsible and is 
generally expected to play a leading part in the organization 
of protective committees and the work of reorganization. The 
originating house is likewise expected to maintain the offering 
price of an issue until it is fully distributed and thereafter to 
create a market. This it does by establishing a “bid and ask”’ 
price. By this is meant that the house agrees to buy at one 
price and to sell at another. There is a normal spread in active 
unlisted securities of from one half to one point. In inactive 
issues the spread will vary from one to ten points, and even 
more in exceptional cases. It is this spread that furnishes the 
banker a profit on trading activities. 

Advisory functions.——The investment banker also under- 
takes to perform advisory services for his clients. Many 
houses offer the use of their statistical departments for the 
purpose of answering inquiries of clients. An attempt is often 
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made to advise clients as to the proper distribution of their 
holdings or on matters of taxation, to notify customers when 
bonds are called, and to advise when shifts should be made 
from one commitment to another. Some houses go so far as 
to maintain lists of customers’ securities and to render thereon 
periodic reports. 

Sources of investment information.—Two of the most im- 
portant daily publications which deal strictly with investment 
news are the Wall Street Journal and the Boston News Bureau. 
The former paper is published by the Dow-Jones Company, 
the latter by C. W. Barron. There is a community of interest 
between both papers. In addition to complete market reports 
covering daily prices and sales of listed and unlisted securities, 
they also contain a very wide range of financial news. Of dis- 
tinct value to the investor are the quarterly, semiannual, and 
annual reports of earnings of the more important corporations. 
Such reports are published in these papers immediately upon 
being available. In the case of the larger corporations these 
reports are accompanied by excellent editorial analyses. 

Current banking statistics, information regarding new issues, 
money rates, and similar data are included, together with fre- 
quent editorial comment. Political activities, in so far as they 
are related to finance, are reported. The Dow-Jones averages 
of twenty rails and twenty industrials appear first in these 
publications. The Boston News Bureau is an evening publi- 
cation, whereas the Wall Street Journal appears in the morn- 
ing. The former publication, while it has much news of a 
national character, is more strictly devoted to affairs of the 
Boston markets. 

Of the more general newspapers the New York Times un- 
doubtedly has the most complete financial section. Its report- 
ing service is excellent and its editorial analyses are conserva- 
tive and accurate. The New York Sun, the New York Evening 
Post, the New York Herald-Tribune, among other metro- 
politan dailies, offer very complete financial news. 

Weekly publications—The Commercial and Financial 
Chronicle, commonly referred to as the Chronicle, is the most 
complete exclusively financial organ. It would indeed be dif- 
ficult to describe in detail the amazing scope of this publication. 
Practically all important current financial statistics, including 
a very wide range of corporate reports, are here given. The 
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editorial work of the paper is very complete also. In addition 
to the weekly publication, there appears the monthly Railways 
Earning section, in which are reported monthly earnings of 
all Class I railroads. The Monthly Bond and Quotation sec- 
tion offers quotations on a very extensive range of listed and 
unlisted securities. The Semiannual State and Municipal 
Compendium gives complete information regarding United 
States bonds, state debts and resources, debt limitations, sav- 
ings bank laws, municipal financial data, including resources, 
debts, and taxes. The Railway and Industrial section, issued 
semiannually, contains the latest reports of earnings, descrip- 
tions of bond issues, dividend payments, maps of railroads, 
and other pertinent data. The Public Utility Compendium, 
also published semiannually, contains similar data for telephone 
and telegraph companies (United States and foreign), gas and 
water companies, and power, light, and railway companies. 

The Bond Buyer is an excellent weekly paper, which deals 
very largely with municipal issues. The Annalist is also a 
weekly publication, which not only gives a wide range of sta- 
tistical material but deals also with matters of general financial 
interest. In addition to an excellent reporting service, the 
Annalist contains illuminating articles which discuss topics of 
interest to the investor. The Financial World (weekly), Com- 
merce and Finance (weekly), Barrons (weekly), Dun’s Review 
and Bradstreet’s Review (both weekly), Forbes Magazine, 
and the Magazine of Wall Street (semimonthly), all contain 
interesting information concerning investments. 

Investment services.—The Standard Statistics Company 
furnishes a very complete financial service. The two features 
of this service of most importance to the investor are the 
Standard Bond Descriptions and the Standard Corporation 
Record (stock) Service. 

The bond service consists of two parts, the most important 
of which is the one containing bond descriptions. Each impor- 
tant bond issue has a separate card containing a résumé of the 
pertinent features of the issue. An auxiliary loose leaf service 
provides information regarding the less important issues. Cur- 
rent information on bond issues, as well as data on sinking 
fund operations, redemption, defaults, and current underwrit- 
ings, are likewise furnished. 

The stock service, similar in form to the bond service, in- 
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cludes a card file for important companies. Less important 
companies are referred to in the standard corporation records, 
which consist of loose leaf files. For each company included 
in the card file there is a report card and a bulletin. In some 
cases, a third card is furnished, analyzing the funded debt of 
the corporation. The report card presents the current income 
account and balance sheet for the corporation, as well as re- 
ports for past years. In many cases a ten-year analysis is 
given. The bulletin contains the most recent available infor- 
mation and a résumé of the position and prospect of the com- 
pany. Cards and corporation records sheets are kept up to 
date by means of daily news sheets. Information regarding 
unlisted and local securities and a daily and weekly dividend 
sheet are also contained in the news section. 

Other services furnished by the Standard Statistics Company 
include: (1) the Trade and Securities Service, consisting ot 
(a) business prospects, (b) special supplements, (c) earnings 
bulletin, (d) statistical bulletin, (e) sales, (f) credit prospects, 
and (g) analyses by industries; (2) Standard Facts and Fore- 
casts, which consist of a running analysis of the market, as 
well as up-to-date analyses of particular companies; (3) Stand- 
ard Service on Railways; and (4) Standard Bond Investment 
Service. 

Moody’s analyses of investments.—This service is one of 
the older investment services and is widely used by investors. 
It is published by Moody’s Investors’ Service, 35 Nassau 
Street, New York. The most widely known part of the service 
consists of the “Manuals of Ratings,” published in four vol- 
umes: “Government Section’’; ‘Industrial Section’; ‘‘Public 
Utility Section”; and “Railroad Section.” The rating books 
are published annually and contain not only analyses of the 
financial statements of an extensive list of corporations and 
full information regarding the terms of their various securities, 
but also definite ratings on each security. These ratings extend 
from Aaa, which is the highest, to D, which is the lowest. 
The system of ratings is explained in the first part of each 
volume. 

In addition to the volume just referred to, the company also 
renders as a part of its complete service regular bulletins, cor- 
respondence, and consultation privileges. The rating service 
is kept up to date by monthly supplements to the ‘‘Manuals.”’ 


THE MECHANICS OF INVESTMENTS 763 


Poor’s Service.—Poor’s Publishing Service, 33 Broadway, 
New York City, is a combination of the former Moody 
Manual Company and Poor’s Railroad Manual Company. 
The complete service furnished by this company includes the 
“Manuals” (one volume devoted to steam railroads, one to 
public utilities, two to industrials, and a government and 
municipal supplement), Poor’s Daily Digest Service, Poor’s 
Quotation Register, and Poor's Ratings. 

The “Manuals” are published annually and contain excellent 
historical and financial reports of a wide range of securities, 
listed and unlisted. 

The Daily Digest Service consists of daily news items con- 
cerning a wide range of corporations. All information con- 
tained in the daily sheets appears later in the cumulative bulle- 
tins which are published in semiweekly, monthly, and semi- 
annual form. ‘There is also included a complete dividend and 
called-bond service. 

Poor’s Quotation Register contains the high and the low 
prices of over 9,000 securities, in many cases running back to 
1913. 

Poor’s Ratings are published semiannually. Companies are 
arranged alphabetically and the securities of the company are 
listed under its name. “The column immediately opposite gives 
the rating of the security, while the following column gives a 
separate rating for the salability of the issue. These books 
are published every January and July and are kept up to date 
by monthly cumulative supplements. The order of rating is 
indicated by the following symbols: A***, A**, A*, A, B**, 

Tg On, (Gt and so on: 

Fitch services——The Fitch Publishing Company, Incorpo- 
rated, is located at 138 Pearl Street, New York. The services 
of this company include: (1) The Fitch Bond Book, in which 
are contained statistical descriptions of railroad, public utility, 
industrial, and foreign government bonds. Each bond is rated 
according to the Fitch system, which comprises four principal 
groups: A, B, C, D. Each group has three subdivisions, such 
as AAA, AA, A, indicating the position of the bond within 
the group. Fitch Bond Revisions are issued weekly in order 
to keep ratings up to date. (2) The Fitch Bond Record, issued 
weekly, which gives the price range from 1906 to date, the 
Federal tax status, denominations, weekly sales, interest rates, 
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dates and maturity, call price, current bid and ask prices, last 
sale, and yield at last sale, for all bonds listed on the New 
York Stock Exchange. Issues legal for savings banks in New 
York state are so indicated. (3) The Fitch Issue Service, 
which gives a brief description of all issues outstanding to the 
amount of $1,000,000 or more (municipals $500,000 and 
over). This is issued in loose leaf pocket size. (4) Fitch 
Listings of Investment Bankers and Brokers, throughout the 
United States and Canada. (5) The Fitch Stock Record, 
which gives weekly quotations and income values of most of the 
active railroad and industrial stocks listed on the New York 
Stock Exchange. 

White and Kemble Atlas and Digest of Railroad Mort- 
gages.—This digest contains a separate map for each of the 
more important American railroads, on which are shown the 
route of the railway, and the various mortgage liens on the 
different sections of the road. Successive mortgages are indi- 
cated by colored symbols. Each mortgage is assigned a num- 
ber on the map and in the accompanying digest are given the 
principal features of the mortgage. 

Special.—In special fields of finance there are publications 
of a more restricted nature. Thus the “Mines Handbook”’ is 
a yearly manual of the mining industry of the world. Statistics 
are given showing the production of principal metals, reports 
on individual companies, and a list of obsolete mining securi- 
ties. Best's “Insurance Reports” contain excellent financial 
data on insurance companies. The Railway Age, the Electric 
Railway Journal, the Petroleum Age, the Iron Age, and the 
Electrical World each contain valuable investment information 
for the industry represented. “The Annual Report of the 
Council of Foreign Bondholders,” issued by the Corporation 
of Foreign Bondholders, London, England, contains excellent 
information concerning foreign issues. See Classified bibliog- 
raphy, section headed, “Investment Manuals, Services, and 
Periodicals,” for additional publications. 


CHAPTER XXIX 


EFFECTS OF TAXATION ON INVESTMENT 
POLICIES 


Method of approach.—No text on investments would be 
complete without some reference to taxation as related to the 
investment problem. One has the choice here of several meth- 
ods of approach. From a practical standpoint, the investor 
is interested in the effect of various taxes on the net yield of 
different types of securities, as well as the amount of trouble 
involved in paying taxes on the principal or income of the in- 
vestment. The economist is interested essentially in the inci- 
dence of taxation and the economic effects thereof on produc- 
tion, consumption, and saving. The lawyer, on the other hand, 
is interested primarily in the legal aspects of taxation. 

It will be impossible for us in the space that can properly be 
allotted here to discuss the question of taxation from all these 
viewpoints. In fact, we shall attempt only a brief outline of 
the entire subject of taxation, with special reference to the 
problems that arise in the investor’s practical work of making 
commitments and managing the investment. 

Classification of taxes——From the standpoint of the in- 
vestor, taxes may be classified in one of two ways: (1) on the 
basis of the taxing authority; (2) on the basis of the place 
where the tax is incurred. ‘The taxing authority may be either 
a foreign government, the Federal government, a state, or a 
local division of a state. The tax may be incurred by the in- 
vestor himself, because of his ownership of a security or of 
property, or it may be incurred by the corporation or other 
entity that owns the property, the income from which is the 
source of the investor’s income. 

Foreign taxes.—Where income is derived from a foreign 
business or from foreign property, the country in which the 
business or property is located may tax the income. ‘The sub- 
ject is too complicated to be treated here at length. In the 
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case of securities, the tax position of an investment ordinarily 
can be obtained from the house through which the securities 
were issued. Generally, securities originating in foreign coun- 
tries are brought out in such a way that foreign taxes will not 
be incurred by the American holder.’ 

Federal taxes.—Investors are interested in three forms of 
Federal taxes: 


1. The income tax. 
2. The estate tax. 
3. The stock transfer tax. 


These taxes will be discussed briefly in the following pages. 

State taxes.—State taxes, in which the investor, as such, is 
interested, include income taxes, inheritance taxes, stock trans- 
fer taxes, and the general property tax. 

Federal income tax.—The present Federal income tax dates 
back to the year 1913 and was made possible by the passage 
of the XVIth amendment to the Federal Constitution, which 
gives the Federal government the right to levy and to collect 
income taxes without reference to its apportionment among the 
different states on the basis of their population. 

For the first few years during which the present series of 
iicome taxes were in force the rates of taxation were moderate 
and the effects on investment holdings—including even those 
of the receivers of large incomes—were not pronounced. As 
far back as the act of 1913, however, we find the distinction 
between normal and surtaxes. With the entrance of America 
into the European War, and because of the greatly increased 
needs of the government for more revenue, both normal rates 
and surtaxes were raised. 





1The German situation may be taken as an example. German corporations 
are required to deduct an income tax of 10 per cent before paying dividends 
to stockholders. Since the tax is delivered to the tax officer by the corporation, 
an American stockholder would have no trouble in connection with the tax, 
and ordinarily would calculate his yield on the amount of dividends actually 
received. Bonds are treated in the same way, but the Minister of Finance 
may permit a corporation to issue bonds in a foreign country exempt from this 
tax. (Special Circular No. 161 Department of Commerce, Division of Com- 
mercial Laws.) Citizens of the United States are entitled to credit against 
income taxes paid to the United States for income taxes paid to foreign countries 
and can get such credit by submitting what is known as Form 1116 with their 
income tax returns. 
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Rates under the present act.—The present tax is progres- 
sive, that is, the rates become heavier as the recipient’s income 
increases, and is based on the economic theory that one’s ability 
to pay increases at a more rapid rate than his income. 

The calculation of the tax after the net income is determined 
is divided into several parts: 


t. The normal tax, which is based on the net income above 
certain exemptions, that is, an exemption of $1,500 for single 
persons, or an exemption of $3,500 for married persons or the 
heads of families. 

2. The calculation of the surtax, which begins at 1 per cent 
on amounts above $10,000 and gradually increases to 20 per 
cent for amounts above $100,000. Certain allowances are 
made for “earned income”’ as distinguished from income, for 
example, from securities, though this allowance in the case 
of large incomes is relatively small. 


The tax for married and unmarried persons with incomes of 
various amounts can quickly be determined from the table on 
page 768. 

What income is taxed.—All income of residents of the 
United States derived from within the United States, and of 
citizens from wherever derived, is taxed. To this there are, 
of course, certain exceptions. For example, the income de- 
rived from states or cities, whether as salaries or as income 
from bonds, is excluded because the Federal government can- 
not interfere with state operations. Cash dividends are sub- 
ject to the surtax, but not to the normal tax; the theory is that 
the normal tax has already been covered by the tax on the 
corporation declaring and paying the dividend. Since the tax 
is on net income, business expenses, but not personal expenses, 
are deductible. The members of a partnership pay their own 
taxes on their shares in the partnership income, but the partner- 
ship as such is not taxed. Fiduciaries file returns of income, 
but as such pay taxes only where the income is not paid or 
payable to their beneficiaries, for, wherever the trustee pays to 
the beneficiary or has income that is payable under the terms 
of the trust to the beneficiary, the latter is required to add 
such income to his other income and to pay a tax on the full 
amount. Corporations pay a corporate income tax of 13% 
per cent on net income. They are permitted to deduct from 
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TABLE SHOWING THE FEDERAL INCOME TAX ON INDIVIDUALS * 
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* Credit for ‘‘earned net income” is computed on the entire net income up to $20,000. On 
net incomes in excess of $20,000 the credit has been allowed on an ‘‘ earned net income ”’ of 
$20,000. 


this income all sums paid out as interest to bondholders and 
all sums which they themselves receive as dividends from other 
companies taxed under the law. In general, it may be said 
that, wherever the holders of beneficial interests in an associa- 
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tion organized in the form of a trust, with trustees who collect 
income and pass it over to the holder of the beneficial interests, 
are permitted to exercise control over the trust, the whole 
arrangement will be taxed as a corporation and the holder of 
the beneficial interests will be taxed as stockholders; otherwise 
the trust will be treated as any other fiduciary relationship. 

Income includes not only salaries, dividends, interest, and 
business profits, but profts derived from the sale of property. 
Exchanges of securities in reorganizations do not result in 
taxable income, nor does the exchange of real estate for real 
estate; but gain derived from exchange of securities outside of 
reorganization is taxable.” 

Investors are particularly interested in that part of the act 
which refers to “capital net gains.” ‘The net gain on transac- 
tions consummated after December 31, 1921, involving the 
sale of assets held for at least two years, is so classified. From 
our standpoint the essential type of income here involved is 
the profit resulting from the sale of securities or of real estate 
held for more than two years. The taxpayer has the option 
of deducting net capital gains, as defined in the statute, from his 
net income, in which case he is taxed on the former at the flat 
rate of 12% percent. In this way the taxpayer can limit his 
tax on profit from investment operations to the 1214 per cent 
figure. A glance at the table in a previous section of this text 
will show that this option is valuable to persons whose income 
from other sources is about $70,000 or more. 

Taxation of corporate incomes.—Under the 1926 law the 
income of corporations is taxable at 13% per cent. Although 
dividends on stock held are exempt from the so-called normal 
tax, from the standpoint of the stockholder the corporation in- 
come tax constitutes double taxation within certain limits. It 
is debatable whether the 13% per cent tax does or does not 
constitute double taxation so far as the bondholder is con- 
cerned, since the tax is imposed on the net income of the cor- 
poration after bond interest has been paid and thus is subordi- 
nate to the bondholders’ claim. As against this argument, 
however, is the one that subsequent deduction of the tax re- 





2The word “reorganization” has a very technical meaning in the tax law, 
for which the law and regulations must be consulted. The statements in this 
section are very general and in practice are subject to many limitations, a 
discussion of which is beyond the scope of this book. 
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duces the net income of the corporation, which, in turn, reduces 
the surplus that determines in part the safety factor behind the 
bonds. We are not prepared to agree fully with this argument. 
In the first place, were such income not paid out as a tax it 
might be paid out as a dividend. Secondly, the high taxes of 
recent years, while using up some of the corporation’s earnings, 
have- had the effect of restricting the payment of cash divi- 
dends, and have thus tended to increase surplus. In this way 
the practical effect in many cases has been to enhance the 
security behind the bonds. However, it must be granted that 
in so far as the shareholder of a corporation comes in the sur- 
tax class he is subject to double taxation because of the cor- 
porate tax. In any event, such part of his income as is repre- 
sented by the ownership of common stocks is penalized to the 
extent that his personal income tax is less than the 13% per 
cent corporation tax (now 12 per cent under the 1928 Act).* 

The effect of income taxes on security yields— The income 
from Federal government, from state, and from municipal 
bonds is entirely or partially exempt from Federal income 
taxes. Federal issues dated prior to 1913, the First Liberty 
3%4’s, and so-called instrumentalities of the Federal govern- 
ment, which include bonds issued under the Farm Loan System, 
obligations of the Philippine Islands, and of the Territory of 
Hawaii, are totally exempt from Federal income taxes, as are 
state and municipal bonds. 

The existence of securities of this nature, whose income is 
totally or partially exempt from income taxes, creates a prob- 
lem for the investor whose income is large. Let us consider 
the case of an individual whose taxable income is in excess of 
$100,000. If he is to consider the purchase of nontax exempt 
bonds, the return from which will raise his present income 
above $100,000, the yield thereon will have to be sufficient to 
give a return equal to that on tax exempt issues plus the amount 
of tax he will be required to pay. Otherwise, he will do better 
to purchase tax exempt securities. The total tax on income 
in excess of $100,000 is 25 per cent (made up of a normal tax 
of § per cent and a surtax of 20 per cent). A 6 per cent bond 
selling at par will net such an investor only 4% per cent after 
the payment of a 25 per cent income tax. From the schedule 








3 Stock dividends, as such, are not taxable under the Federal income tax. 
Only the taxable gain therefrom in case of sale is taxable. Similarly, rights 
to subscribe to new stock, as such, are not taxable. 
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of taxes to be found on page 772, an investor may determine the 
relative values to him of taxed and of tax exempt securities at 
varying rates of income. 

In this connection, however, the investor should consider the 
effect of possible subsequent reductions in the income tax. 
Every reduction in the rate of income tax will, of course, lower 
the value of tax exemption to the investor. Many investors at 
the present time (1928) are willing to suffer a slight disad- 
vantage in the purchase of taxable securities, on the theory 
that subsequent tax revision will be downward, 


Tax-Free vs. Taxable Bonds * 


(Based on Revenue Act of 1926) 


A chart showing the effect of Federal income tax on yield from tax- 
free and taxable bonds in 1926 is given on the following page. 

Income from certain U. S. Government, state and municipal bonds 
is exempt from the federal income tax, rate of which, for 1926 income, 
ranges from 114% to 25%, according to amount of income. This table 
has been compiled, based on the Revenue Act of 1926, to indicate the 
approximate yield which taxable bonds must return to equal the return 
from tax-free bonds yielding 314% to 6%, when held by investors 
enjoying varying amounts of annual income (subject to surtax) ranging 
from $20,000 to $100,000 or more. 

Example: Individual with income (subject to surtaxes) of about 
$50,000 purchases taxable bonds at price to net 4.88%. Interest de- 
rived from this investment is additional income and is subject to a 
normal tax of 5% and a surtax (on income between $48,000 and 
$52,000) of 13%, or a total tax rate of 18%. Deducting the tax 
computed at this rate, the actual income from these bonds is reduced 
to 4%. In other words, for an investor in this income class a tax 
exempt bond yielding only 4% would pay an equivalent actual income 
yield. In the table below the yield from tax free bonds is shown in 
black face figures in extreme left hand column, with the equivalent 
yields from taxable bonds indicated for each income bracket (indicated 
at top of columns) from $20,000 up. 

This table is offered as a guide to assist the purchaser of bonds to 
choose intelligently between taxable and tax-free investments. It is 
computed on the theory that any change in an individual’s taxable 
income resulting from a switching of investments from a taxable to a 
tax free status, or vice versa, is effective at the highest brackets or the 
“top” of his income and, hence, the highest surtax rate has been applied 
in computing these equivalent yields. Because of the change of tax 

*Reprinted from The Bond Buyer of New York. 
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rates from year to year, it is useless to attempt an exact computation 
of the value of tax exemption over a series of years and for this reason 
we believe the chart is sufficiently comprehensive to serve the purpose 
for which it is intended. 

Local Tax Exemption: Where it is desired to make a comparison 
which takes into consideration exemption from a state and the federal 
income tax this table may also be used. The figures shown in paren- 
theses in the column captions represent total tax rate and figures below 
are computed on the basis of such rates. For example: Take case of 
individual with $60,000 to $64,000 income and resident of a state 
levying income tax of 3% on incomes of such size. ‘Total tax rate, 
for purpose of comparing exempt and taxable investments, would be 
24%, made up of federal normal, 5%, federal surtax, 16%, and state 
tax, 3%. Instead of using column headed “$60M to $64M (21%),” 
this investor would refer to column headed “$80M to $100M (24%).” 

Corporation Tax Comparison: Under the 1926 law net income of 
corporations is taxable at the flat rate of 131%4%. A special column 
headed “Corporation Tax (131%4%)” has been incorporated in the table 
on the preceding page showing the yields on taxable bonds equivalent 
to tax-free yields shown in extreme left-hand column. 


The effect of income taxes on stock investments.—Another 
problem is presented in comparing the relative merits of stocks 
and bonds from a tax viewpoint. Ignoring for the moment the 
fact that corporations frequently agree with the holders of 
their bonds to pay without deduction the normal Federal in- 
come tax up to 2, and in some cases, 4, per cent, the investor 
who buys stocks rely for their present yield can profit by 
the exemption which dividends enjoy in respect to the normal 
tax. [he exemption has a special significance in the case of 
high grade preferred stocks and guaranteed stocks which, in 
other respects, are fairly comparable to bonds. It will be 
remembered that dividends derived from stock are taxable 
only at the surtax rates; hence, it follows that a 6 per cent stock 
selling at par under the 1926 Act nets a full 6 per cent to the 
purchaser whose taxable income is not over $10,000, and who, 
therefore, pays no surtax. On the other hand, if the investors’ 
income is between $8,000 and $10,000, a 6 per cent bond, 
selling at par, will net only 5.7 per cent, in case the corpora- 
tion does not agree to remit any part of the normal tax, or 
5.82 per cent, in case the corporation agrees to remit up to 
2per cent: 

So much for the relative position of taxable and tax exempt 
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securities under the Federal income tax. There is, however, 
one more phase of the Federal income tax that requires com- 
ment. We refer here to the effect of this tax on the buying 
and selling of securities. Profits derived from the sale of 
securities not held for at least two years are taxable at the 
same rates as other taxable income. With respect to profits 
resulting from the sale of securities held for more than two 
years the capital gain tax of 1214 per cent may be applied.* 
In the case of individuals with large taxable incomes, there is 
undoubtedly a strong disposition to hold securities in which 
they enjoy book profits rather than to sell and convert their 
profits into cash. Similarly, where an investor holds securities 
showing a book loss, there is a strong inducement to sell and 
convert the book loss into a real loss in order that it may be 
deducted from taxable income.* The extent to which this has 
been influential in supporting stock prices in recent years cannot 
be measured statistically. Deductively, however, there are 
strong grounds for supposing that many wealthy investors 
have held stocks that advanced sharply during 1925, 1926, 
and 1927 rather than sell and pay taxes. The writer knows of 
many instances where this practice has prevented the taking of 
profits that otherwise would have been taken. 

The effect of high income taxes on corporate dividend 
policies.—Another effect of the heavy surtaxes imposed dur- 
ing and after the War has been to encourage the reinvestment 
of corporate surpluses in the business rather than their distri- 
bution as dividends; this practice is based on the hope that 
taxes will be reduced and on the desire to delay ultimate pay- 
ment until they are reduced. The practice is to be noted par- 
ticularly in the case of corporations whose stock is closely and 
largely held by wealthy stockholders. Even under the present 
(1926) law, with the tax on corporate income equal to 13% 
per cent as compared with a total tax of 25 per cent on in- 
comes in excess of $100,000, the situation favors this action in 
many cases. On the other hand, the fact that stock dividends 
are not taxable as such has encouraged directors in many cases 
to capitalize surplus by stock dividends and stock split-ups. 





4 See p. 769. 
° Such losses may be applied to capital gains up to the. amount of such gains. 


In the case of capital net losses the maximum amount that can be deducted is 
124% per cent of the “capital net loss.” 
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In order to prevent the abuse of this method of avoiding 
present taxation, and especially to prevent the formation of 
holding companies organized to avoid the receipt of dividends, 
the 1926 law authorizes the imposition of an additional tax of 
50 per cent on the net income of corporations “formed or 
availed of for the purpose of preventing the imposition of the 
surtax upon its shareholders through the medium of permitting 
its gains and profits to accumulate instead of being divided or 
distributed.’ (Revenue Act, 1926, Section 220.) 

The fact that the operation of this levy, and of similar levies 
authorized by previous acts, depends on an interpretation of 
what constitutes the normal capital requirements of the busi- 
ness has made it difficult to enforce, especially in the case of 
operating companies. In any event the large stock distribu- 
tions that have been in evidence among the more widely known 
corporations during recent years have been attributed by many 
to the effort on the part of directors to protect wealthy stock- 
holders from the effect of high surtaxes. 

State income taxes.—The states of Massachusetts, Mis- 
sissippi, Missouri, New York, North Carolina, North Dakota, 
Oregon, South Carolina, Virginia, and Wisconsin impose in- 
come taxes on corporations. The states of Arkansas, Dela- 
ware, Massachusetts, Mississippi, New York, North Dakota, 
Oklahoma, Oregon, South Carolina, Virginia, and Wisconsin 
impose individual income taxes. 

The laws of these various states differ somewhat in respect 
to the determination of net taxable income and rates of taxa- 
tion. It will be impossible to consider the detail of any of 
these state laws. In general, however, it may be stated that 
they are patterned after the Federal law, except that the rates of 
tax are lighter than the Federal tax. The same problems in 
reference to the yield of tax exempt vs. taxable securities are 
thus created in states with income taxes as are found under the 
Federal income tax. In such states obligations and instrumen- 
talities of the Federal government, being entirely tax exempt, 
enjoy a still further advantage over corporate issues that are tax- 
able. Similarly, where issues of resident corporations or bonds 
of the state itself or municipalities therein are tax exempt, a 
differential is created in their favor and they accordingly enjoy 
a so-called special market as compared with securities issued 
outside the state. 
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The Federal estate tax.—Theoretically, a person owns 
property as long as he lives. When he dies, this property 
belongs to the state; but in modern civilized countries, the 
organized state permits each owner to designate the person 
who will take his property at his death; indeed, the state itself 
designates certain persons related to a decedent who shall take 
his property if the decedent has made no disposition by his own 
will and testament. It will be seen, therefore, that the right 
of succession upon death is a privilege granted by the state. 
The state, therefore, has the right to tax this privilege. “Taxes 
laid in pursuance of this principle are called succession taxes, 
or death duties, the latter term being quite common in Great 
Britain. 

Two kinds of succession taxes.—Succession taxes are of 
two kinds: ® those which are levied on the entire property of 
the decedent, and those which are levied on the shares that 
each successor taxes. The former are known as estate taxes, 
the latter, as inheritance taxes. The Federal government has 
passed an act of the former character, the nature and effect of 
which will be described in the following paragraphs. 

History of Federal estate tax.—A small tax on legacies in 
the form of a stamp duty on the receipt therefor was effective 
in the United States between 1798 and 1802. Although suc- 
cession taxes have been used by the Federal government as 
war revenue measures, no such tax was used to finance either 
the War of 1812 or the Mexican War. The Civil War was 
financed partly by an inheritance tax; the Spanish War of 
1898, by a tax that, in theory, was partly an estate tax and 
partly an inheritance tax. The present Federal estate tax is 
the successor of an act passed in 1916. 

The present Federal estate tax.—Decedents’ estates are 
taxed by the law in full, not at the time a will is made but at 
the time the decedent dies. Ordinarily, therefore, investors 
are interested only in the current law and in the changes that 
are likely to be made in that law. ‘The tax is levied on all the 
property of a resident decedent, whether located within the 
United States or elsewhere, except real property without the 
jurisdiction of the United States and tangible personal property 








6 For a general description of succession taxes, including especially the histori- 


cal and economic aspect of the subject, see William J. Shultz, “The Taxation 
of Inheritance.” 
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having a permanent situs outside the United States. In the 
case of a nonresident decedent, the tax is levied on all property 
within the jurisdiction; this includes stock of a domestic cor- 
poration, but does not include money deposited in banks of the 
United States, if the decedent was not engaged in business in 
this country, nor does it include money received from domestic 
companies as the proceeds of insurance on the life of a non- 
resident decedent. The tax covers not only transfers made by 
will or by the intestate laws, but transfers made in contem- 
plation of death or intended to take effect in possession or en- 
joyment at or after death as well as transfers of interest in a 
joint estate or an estate by the entirety and upon the exercise 
of a general power of appointment.’ 

The tax is on the net estate.—lIn the case of residents, the 
gross estate is diminished by the amount of debts and by an 
exemption of $100,000; in the case of foreign estates all the 
debts of the decedent are not subtracted from the gross estate, 
but only a proportionate part of such debts, based on the 
amount of property within the United States as compared with 
the entire property of the decedent. The exemption of 
$100,000 is not allowed to decedents resident in other coun- 
tries. Exemptions are also given to residents and nonresidents, 
but under different rules, for gifts made to eleemosynary 
institutions. 

Rates of Federal estate tax.—The rates under the various 
Federal acts since 1916 are shown in the table on page 778. 

Credits.——An important provision of the law is that which 
permits an allowance against the tax due of the amount of 
succession taxes paid to any state or territory or the District 
of Columbia not to exceed 80 per cent of the Federal estate 
tax. In most large estates 80 per cent of the Federal estate 
tax is as much as the decedent’s estate would have to pay to 
all the states of the Union in the form of inheritance taxes. 





7 Where several persons own the same piece of property and the survivors 
are to take the interest of a decedent owner, the estate is said to be a joint 
estate. Property held in this way by husband and wife is said to be held by 
the entirety. If 4 gives property to B for B’s life and permits C to nominate 
the person who shall receive it upon B’s death, C’ is said to have a power of 
appointment over the property. If the property is in the United States its 
transfer upon the death of B is taxable. For a complete discussion of all 
current problems respecting estate and inheritance taxes, see the Prentice-Hall 
Inheritance Tax Service. 
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The importance of this provision, therefore, lies in the fact 
that it permits no advantage to people of large fortunes living 
in states that have no inheritance taxes. Such estates pay a 
large tax to the Federal government. In the other states the 
same aggregate amount of death duties is paid, but part only 
is paid to the Federal government, the rest being paid to the 
state government. 

Death duties and income taxes compared.—Death duties 
are levied on the capital of an estate; income taxes are levied 
only on income. It is obvious, therefore, that death duties in- 
volve large single payments to the government, whereas in- 
come taxes iayolye payments distributed over the years during 
which income is received. 

The Federal estate tax, in effect, is a direct tax on property, 
since it is a progressive ad valorem levy on the total amount of 
the estate. As such, it is a tax on the value of the securities 
held by the estate. But since, in legal theory, it is a tax on the 
right to transfer, and not a tax on the securities as such, gov- 
ernment and civil loans that are exempt under the Federal in- 
come tax law are not exempt from taxation under the inherit- 
ance tax. 

Criticisms of Federal estate tax——The entire Federal 
estate tax has recently been subject to criticism by some tax 
experts and economists, on the ground that, properly, it is a 
state tax, and, as such, the imposition thereof should be left 
entirely to the states. It is further argued that heavy taxes 
discourage the accumulation of property. 

Opposed to this general theory is the argument that heavy 
taxes on the transfer of estates at death, especially those pro- 
gressively imposed, are socially advantageous, in that large 
fortunes are thereby broken up. It is now possible, with proper 
care, to start an estate on a long and growing career. Without 
the successive inroads, made by death transfer taxes, it is pos- 
sible for an undue concentration of wealth to take place, thus 
supporting in luxury descendants who make no contribution to 
society’s progress. By what social right do these individuals 
come into their favored position? Has not the government 
done all that it should do in guaranteeing the right to transfer 
a moderate fortune to the nearest kin of the deceased? We 
offer no brief for either side, but merely suggest the main points 
supporting both views. 
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State succession taxes.—All the states of the Union, ex- 
cept Alabama, Florida, and Nevada, have either inheritance 
or estate taxes, or both. The District of Columbia has neither 
tax. Mississippi, North Dakota, and Utah have only an estate 
tax applicable to both residents and nonresidents; the remain- 
ing states—except those above mentioned—have inheritance 
taxes with or without estate taxes. The following states, in 
addition, have an estate tax applicable to residents only: Cali- 
fornia, Colorado, Delaware, Georgia, Maine, Massachusetts, 
Missouri, New York, Ohio, Vermont, and Virginia. In the fol- 
lowing states which have inheritance taxes, the estate taxes 
apply to nonresidents as well as to residents: Montana, North 
Carolina, Oregon, Pennsylvania, and Rhode Island. In the 
following states, the estate tax is imposed primarily to take up 
the 80 per cent credit allowed in the Federal estate tax:* Cali- 
fornia, Colorado, Delaware, Georgia, Maine, Massachusetts, 
Missouri, Montana, New York, North Carolina, Ohio, Penn- 
sylvania, Rhode Island, Vermont, and Virginia. 

Property subject to state succession taxes.—All tangible 
property, including real property and personal property, having 
a fixed situs, is taxable only by the state in which it is located. 
All other personal property is deemed to be located where the 
decedent last resided and is taxable there. Intangible personal 
property may be taxed elsewhere, on the theory that some 
other jurisdiction has control of its transfer. Since the tax is 
on the right to transfer, and not on the property itself, any 
state that controls transfers may tax such transfer. For 
example, if 4 lived in New York and owned stock of a North 
Carolina corporation, New York would transfer the stock on 
the basis of residence and North Carolina would tax it on the 
basis of control of transfer.° The following’‘table shows the 

8 See p. 781. Rhode Island had both an inheritance tax and an estate tax and 
then imposed a third tax—an estate tax to take up the 80 per cent credit. 

9The following states tax the stock of domestic corporations found in the 
estates of nonresidents: Arizona, Arkansas, California, Connecticut, Georgia, 
Idaho, Illinois, Indiana, Iowa, Kansas, Kentucky, Maine, Maryland (but only 
special classes of corporations, not including business corporations), Michigan, 
Minnesota, Mississippi, Missouri, Montana, Nebraska (in rare cases only), 
New Hampshire, New Mexico, New York, North Carolina, North Dakota, Ohio, 
Oklahoma, Oregon, Pennsylvania, South Carolina, South Dakota, Texas, Utah, 
Virginia (until Jan. 1, 1929), Washington, West Virginia, and Wisconsin. 

In the following states, nonresident estates are taxed in respect to the stock 


of foreign corporations if the corporation has a transfer office in the state: 
Montana, New Mexico, and Oklahoma. 
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taxability in the various states of bonds, notes, and mortgages 
found in estates of nonresident decedents : 


TAXABILITY OF BONDS, NOTES, AND MORTGAGES * 





BoNnpDs Notes MORTGAGES 


Questionnaire Domestic Foreign ' Pay- Pay- Real Prop- 
pee ee ee Mini able able Estate erty 
cipal within outside | within without 





Unreg. Reg. Unreg. Reg. State State | State — State 
JN BBE av, 383 AV Bae A B JN VEY 38} 
Alabama (i) care et No inheritance or estate tax. 
IMG EAOWNERS Nh Go hs Qed VEE a NG VE AYR OS NE ne NG NaN Ne Vinee gO) 
Aakansas: weenie NeNe XeN NN NEN N N NN NWN N N N 
California Gk)enr INGEN eee Ne NNN LN NN NON N EN NN, EN: 
Coloradou( Reyes. Intangibles of nonresident decedents not taxed. 
Connecticat Gk) aN oN) YoY, NSN Ne MEP NEP INE INE ING ANY N N N 
Delaware (R)..... . Intangibles of nonresident decedents not taxed. 
District of Columbia (R). No inheritance or estate tax. 
Florida mG) semier. cle No inheritance or estate tax. 
Georgia iGR) ees. Ne Wi eV NN NN NN DID? D:D. War Ye aN 
Tdalioegrses. Mee bocce SAMOS DEMO Ae INES eesin| WN BC IN DO ANI RE ood GG 
UtimoisnGR) zeman s VO ENE Vea NONGN EN YN VON) 4 N NE INf ANY 
iko(Gbeebcee oy Aig Sinise ooh NO ENE a QuONT YoN eye IN YE IN WON Youn NE INE IN 
OWa nn eee See WEY oY Ns YoU NG GYaN Yow niet NG) Ga as Verge Vian Ve 
KANSAS. wt. aur eiaG Om NTO N Oo, Ny, ON N N OMNES ORIN: Oma Nae @ 
Kentucky, 2205.3. NEN] ENN INP aN SeeNIEAN: N N NN NN N N N 
ICOdisianarta: a acerre. WNC Ge uIN: YEON ESSN Yeon WE Il NE UIN NE” VIN PVE 
Maine (R)2....... NiNt NENt NINt NENE NN SE NE BIN WZ ae 10) 
Maryland 3 (R)....Intangibles of nonresident decedents not taxed. 
Massachusetts4(R) .Intangibles of nonresident decedents not taxed. { 
MiiGhigaiianca.. . ee ENR NENG N N N Ves VOW ERE ee IN 
Minnesota........ ON PN NEN SN EN Wael NEE NEE NANG a Ye TN) 
Mississippi (CR)... YN YUN YE ING WEIN aN NE WE NE IN BY NG Ve 
WMissotici ena. s eek WesNi ye WETS ONE Nh NaN VEN eye Ni eae NO) 
IVMombenica sen ape NE ING BY ey VANE RE, AN BY Vine 
Nebraska.... 
Nevada (R). ; 
New Hampshire(R) Y N Y Y By IN NN Vol SY jew Waa Ta NI OMOReD 
New Jersey (R)....Intangibles of nonresident decedents not taxed. 
New Mexico...... XG IN Me (© Vil iN ge vO NIC INT SEM ANE NG! BY We AO. NE 
New York (R).... NN N N Nee Ney N N NN NWN N N N 
North Carolinas, Yo Woy Yi -Y Nee Ni! SVEN NE Ne Ee TER ORS OG NEI NE M0) 
North Dakota..... NN NWN INNS Ney N N NON ON ON NN ©: 
Ohio: GR) heise eae NOUN WE NE OPNTOMN YONGE NE OSS LON LINy OneNGa©) 
Oklahoma anne. SONA BOING NC INE SC ONY N N WON yn IN: NO aye” UN 
@regonn@k) Fe eae. Vie LY, Ve SNGE Sve AN) NEV VERS GYeTIN Sh? aa oe 
Pennsylvania (R).. N N N N NNN LN N N NN NN Ne NaN 
Philippine yiswae lc. Vo Ny a¥auys NIN UG, *YSpvs PRENET RGS Bue Ne TNinEO) 
Porto RICO wa see DDD 1Dy DY BY) Ib) DD) DY De Dp» Dp iDjetiep + 18) 
Rhode Island (R) .Intangibles of nonresident decedents not taxed. 
Sorsnney Ganicitivgian.. SC SE Ye WEIN NE Nf Vee: AYO oY ame VEY VG E = NE 
South Dakota... 2. WE Be INGE NG NGENG Yay: pie xr gnc ae oerye Weer O) 
Tennessee (R)..... Intangibles of nonresident decedents not taxed. 
Texas see ster a OW eae vs We NG YY: SVQ Va em ome Va Va Vay: 
Witains, theo 6 D xO) DEN DAN 1D) 4B) De NG Dan Va Va) 
Vermont (R)...... Intangibles of nonresident decedents not taxed. 
Wang arene tte SYORIN: 2p Ye nie VAN YOUN: N N NAD Vat RYE ae Vinee Cerys 
Washington....... SEP IE CNG YE ISL NE TN Wa gays VERA as are Ono 
West Virginia..... Ya UND VAN NEN OS Ni We 3D) Ne aby Ne 1B) we KON ONG 
Wisconsin. .....7.- ING INF INE ANY NENG NEN N N INGEN NS Ni eee Ny 
Wyoming: semi NN NN Yan NG YN N N a as aga ae Vie 








Symbols.—A = Physically located in state. B= Physically located outside of state. D= Doubtful. 
_ O= Answer qualified. Y = Taxed, N= Not taxed. 

* From ‘‘Prentice-Hall Inheritance Tax Service,” published by Prentice-Hall, Inc., 70 Fifth 
Ave., New York. 

} If unregistered, no. t Unless secured by mortgage of real estate within the state. 

(R) One of the group of reciprocal states. 

1 Taxes no intangibles of nonresident decedents except stock of Kentucky corporations. 

2 Reciprocal July 1, 1928. 

3 Executors’ commission tax imposed on municipal or state bonds, or stocks of financial 
insurance or utility corporations. 

4 Reciprocal December 1, 1925; no tax on intangibles of nonresidents dying on or after 

December 1, 1926. 

5 No provision for collecting tax on estates of nonresident decedents unless local probate is 
necessary. 
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Multiple inheritance taxation.—One of the great difficulties 
about state inheritance taxation is that it leads to multiple 
levies. While there is no constitutional provision against 
double or multiple taxation, the principle is not approved gen- 
erally and investors are justified in arranging their estates that 
they may, so far as possible, be taxable by one jurisdiction only. 
We must examine, therefore, how double or multiple state tax- 
ation can be avoided. The following rules have been promul- 
gated by several trust companies: 


1. Exchange securities that you find are taxable in jurisdictions other 
than your state of residence, for securities of equal merit that will not 
be taxable by any jurisdiction other than your state of residence and 
the Federal government. 

2. Organize a holding company in a state that does not tax the 
transfer of shares held by a nonresident decedent. 


This rule perhaps needs explanation. It has been held by 
the Supreme Court of the United States that a state may not 
tax the stock of a foreign corporation merely because that 
corporation owns property in the state. If, therefore, X owns 
stock of a corporation, Y, organized in state 4, and the latter 
owns stock of a corporation, Z, of state B, upon X’s death, B 
could not tax the stock of Y merely because it owned the stock 
of Z. In other words, state B cannot go back of company Y 
and the company does not die. Many large estates in this 
country and in England are “incorporated” to avoid multiple 
taxation. Since Delaware does not tax the stock of domestic 
corporations held by nonresidents, Delaware is a favorite state 
for incorporating such companies. 


3. Transfer part of your property through the creation of an irrev- 
ocable trust; the gift is not taxable under the present Federal estate 
tax law, unless it is made within two years of death. 


If the gift in trust is nonrevocable, the donor does not re- 
linquish anything at death except the income that he retained, 
which income, of course, passes to another at his death. Thus, 
if 4 had five children, he might give in trust to each a vested 
one-sixth interest in his estate immediately retaining for himself 
a like interest, but provide that each child should not begin to 
enjoy his income till he reached 21 years of age. Upon 4’s 
death, his children, before they reached the age of 21 years, 
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could live on the income of their respective interests in the one- 
sixth that had been retained by 4 for life, but that would now 
pass to his children under the terms of the trust. Only one- 
sixth of 4’s estate would be taxable under the succession taxes. 


4. Be careful that your securities and other intangible property are 
economically kept. In many states such property is taxable only if 
located therein; removal from such places may save a tax.}° 

5. Wherever possible, make your life insurance payable to a named 
beneficiary rather than to your estate. 


Under the Federal estate tax the proceeds of insurance pay- 
able to the estate is taxable and so is all insurance in excess of 
$40,000 payable to named beneficiaries. The states usually 
do not tax the proceeds of insurance payable to named bene- 
ficiaries. 


6. After putting your estate in order so that a minimum inheritance 
and estate tax will be due, carry insurance to cover the inheritance 
taxes and other expenses that will arise when your estate passes into 
. the hands of your executor. 


Successful men keep their money well invested. When they 
die, relatively small amounts of cash are found in their estates. 
Usually the succession taxes are required to be paid within a 
year and this results in a demand for cash to be obtained from 
the sale of securities. The baneful effects of this procedure 
have been pictured by Mr. Andrew Mellon, Secretary of the 

Treasury: 


It has become notorious in recent years, whenever a man of means 
dies, leaving his estate obligated to pay a large amount by way of taxes 
or debts, or both, that there is an immediate decline in all classes of 
securities in which he is known to be interested. And when the estate 
is required to make a sale of its property there is not merely a large loss 
to the estate, but there is also a loss inflicted on everyone else interested 
in these properties, especially if at the same time they desire to, or 
must, sell. 


The proper way to avoid this difficulty is through insurance. 
Rodman Wanamaker, for example, whose estate was estimated 
at $75,000,000, was said to carry $7,500,000 insurance. 





10 Se@ table on p. 781. 
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7. To the above rules may be added this: Choose a favor- 
able state in which to reside. While the Federal estate tax 
remains and allows an 80 per cent credit for state taxes, this 
rule is of little effect, but it would become important if that 
tax were removed. Florida, for example, would become a 
haven for wealthy persons. 

How succession taxes are calculated.—One who is to be 
engaged in investing as a profession must know how to calcu- 
late succession taxes. Such a person must become familiar 
with the use of an inheritance tax service that will give up-to- 
the-minute information. Here we have space only for indi- 
cating the process of calculation in a general way. The Federal 
estate tax is computed by subtracting from the gross estate all 
debts and a specific exemption of $100,000 and applying the 
rates shown in the table on page 778. After the state taxes are 
computed, a credit against the Federal tax may be taken, not 
in excess of 80 per cent of the Federal tax. 

The inheritance tax in the state of residence may be calcu- 
lated by finding the net share going to each beneficiary and then 
applying the graduated rates provided in the law for taxing 
persons in the several degrees of consanguinity, always making 
allowances for specific exemptions if any are granted. Thus, 
if a net share of $100,000 each were payable to a daughter and 
to an aunt of a resident of Illinois, and another $100,000 were 
payable to a friend who was a stranger in blood, the resulting 
tax would be calculated as follows: 


Exemption First $20,000 Next $30,000 Next $20,000 Remainder 
Daughter $10,000 2% ($400) 2% ($600) 4% ($800) 4% ($800) 


ANari tire 500 =. 6 Yo ($1,200) 8% ($2,400) 8% ($1,600) 12% ($3,060) 
Stranger 100 107% ($2,000) 12% ($3,600) 16% ($3,200) 16% ($4,784) 


The daughter would pay an aggregate tax of $2,600; the 
aunt, $8,260; and the stranger, $13,584. 
_ The same estate may consist of securities of corporations 
incorporated in many states. The first step in calculating such 
“foreign” taxes would be to find where the corporations are 
located and then to see if such states taxed the securities. This 
latter step could be ascertained from the material already given 





: 11 See the Prentice-Hall Inheritance Tax Service. The introduction explains 
in detail how the taxes are accurately computed and gives all the information 
necessary for the computation. 
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(see pp. 781). Then the taxes for each state would be calcu- 
lated in much the same way that the Illinois tax was calculated 
for the resident estate, though many of the states have peculiar 
methods of taxing foreign estates. When all the state taxes 
were calculated, they would be added and the total would be 
subtracted from the Federal tax to the extent that the aggre- 
gate did not exceed 80 per cent of the Federal tax. 

Some social consequences of inheritance taxation This 
is not the place to discuss the economic and social effects and 
bases of inheritance taxation. But a few observations reason- 
ably may be made. Succession taxation tends to be either a 
means of producing revenue or a means of causing the social 
distribution of wealth. If revenue is the only object, then the® 
basis of the tax may be either the protection that wealth re- 
ceives or the ability of persons to pay the tax. Either basis 
justifies a reasonable progression of rates relative to the 
amount of property transmitted or received. If, however, the 
higher rates, or brackets as they are called, become too burden- 
some, the inducement to evasion becomes very great and even 
‘some migration of wealth and persons may be expected from 
areas of high taxation to jurisdictions of low taxation. Some 
persons have claimed that the tax tends to discourage the pro- 
duction or accumulation of wealth; the most that can be said on 
this subject is that no statistical study has been made that sup- 
ports the theory. Men go on accumulating for the ‘fun of 
the game, 

If social distribution is attempted, as it has in practice been 
urged, the results might be disastrous, if, indeed, such distri- 
bution could be made effective. Wealth tends to gravitate to 
the hands of persons who can best use it for the social good. 
The economic forces that work in this direction are undoubt- 
edly more effective than would be any artificial forces such 
as high succession taxes. 

Security issue and transfer taxes.—Practically all states 
require from a corporation about to be organized a tax in pro- 
portion to the capitalization. No further tax is called for 
when the stock is issued. But the United States does tax the 
issuance of stock.” These taxes ordinarily have no significance 
for the investor, though they are important to the corporation. 


12 The Federal government also taxes the issuance of bonds at the rate of 
5c. per $100. 
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New York, Massachusetts, Pennsylvania, and South Caro- 
lina, besides the Federal government, tax transfers of stock 
at the rate of 2 cents per $100 face value (South Carolina 4 
cents). In each case shares without par value are taxable 
practically as though they had a par value of $100. The im- 
portant point for the investor to keep in mind is to make no 
unnecessary transfers that may involve a tax. Under the 
Federal rules, “where stock is transferred from the name of 
the decedent to the estate of the decedent, thus, From ‘John 
Doe’ to ‘Estate of John Doe, deceased,’ ”’ the transfer is tax- 
able; but “where stock is transferred from the name of the 
decedent, to the executor of the decedent’s estate, thus, From 
“John Doe’ to ‘Richard Roe, Executor of the Estate of John 
Doe, deceased,’ the transfer is not taxable.** 

General property taxes——The general property tax in its 
widest form includes all personal property, tangible, as well as 
intangible. Thus intangibles are put on the same footing as 
tangibles. Unquestionably the general property tax is one of 
the most unscientific of all taxes. Not only does it result in 
all sorts of double taxation, but it also causes a definite attempt 
to conceal taxable intangibles. And not without good reason. 
Let us suppose that the general property tax in a given locality 
is $25 per thousand, a rate that is not unusual. At this rate a 
5 per cent bond selling at par, if properly taxed, would yield 
only 2%4 per cent. The rates generally imposed on tangibles 
are in many cases prohibitory if applied to intangibles. 

Classified property taxes.—A partial solution of this situa- 
tion is attempted in some states by a so-called classified prop- 
erty tax. That is, property is divided into two classes, tangible 
and intangible, and a higher rate of tax is imposed on tangibles 
than on intangibles. While the practical reason for such a 
distinction lies in the fact that the low rate of tax is an induce- 
ment to declare the property for tax purposes, there is an eco- 
nomic reason as well. The taxation of tangible property in 
the state where it 1s located is not, per se, subject to criticism. 
But, where evidences of ownership in tangible property or 
equities therein are also taxed, there is unquestionably double 
taxation. On the theory that some additional government 
functions are required by the existence of complex evidences of 





13 For the rules see the various tax services of Prentice-Hall, Inc. 70 Fifth 
Ave., New York. 
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ownership in tangible property, the addition of a low tax rate 
on such evidences, even though double taxation does result, 
is justified. Among the states making such distinction are 
California, Connecticut, Minnesota, Rhode Island, Pennsyl- 
vania, and Virginia. The so-called Pennsylvania 4 mill tax 
exemplifies this distinction. Under this tax, tangibles are sub- 
ject to the higher rates, varying with the community, whereas 
certain intangibles, including stocks and bonds of corporations, 
are taxed at the rate of $4 a thousand. 

In much the same way that some bonds contain a so-called 
tax-free covenant, whereby the issuing corporation agrees to 
pay the normal Federal income tax up to 2 or 4 per cent, other 


14 Pennsylvania 4 Mill Tax.—The Assembly of the state in 1913 passed an 
act designed to provide revenue through the assessment of an annual tax at 
the rate of 4 mills for each dollar of value on certain classes of personal 
property. The tax applies, inter alia, to certain securities owned by residents 
of the state of Pennsylvania. The state naturally goes to the source wherever 
possible to collect this tax, but if it cannot be collected at the source, the act 
provides for payment by the owner of the security. The value at which securi- 
ties should be reported for taxation is the market value, not the par value. 
No tax is assessed under this act against bonds, notes, etc., issued by the United 
States government, or by the state of Pennsylvania. In a comparatively few 
cases, the bonds issued by the counties, cities, boroughs, townships, school dis- 
tricts, or incorporated districts of Pennsylvania need not be reported for taxation 
under this act. In the case of bonds, notes, and other evidences of debt issued 
by a corporation of the state of Pennsylvania, the tax is paid by the corporation 
direct to the state. Certain corporations of other states, registered to do business 
in the state of Pennsylvania and actually doing business in the state, whose 
treasurers are residents of the state, pay the tax direct and their securities 
need not be reported for taxation under this law. Certain bonds issued by a 
Pennsylvania corporation under indentures which do not contain a clause pro- 
viding that interest be paid without tax deduction are not to be reported for 
taxation, since the amount of the tax is deducted from the interest payments. 
Residents of Pennsylvania who are taxable under this law are required to pay 
the 4 mills tax to the county on all stocks, bonds, notes, etc., except as noted 
above. Many corporations of other states, in order to make their securities 
attractive to residents of Pennsylvania, have agreed to refund the tax, if appli- 
cation is made in accordance with the conditions prescribed. 

In California the tax on intangibles amounts approximately to $2.80 per 
1,000. In Rhode Island the rate is $4 per $1,000, and in Connecticut the same. 

In the case of states having a classified property tax, it is necessary for the 
investor to ascertain in detail the types of securities that are taxable and those 
that are exempt. Obligations of the Federal government are always exempt. 
The same applies to instrumentalities thereof. Usually the stocks and bonds 
of domestic corporations are exempt, on the ground that they are already taxed. 
Securities of corporations located outside the state are usually taxable. Local 
municipal bonds and state bonds are usually exempt, although not necessarily 
so. In Rhode Island local municipal bonds are taxable. The obligations of 
other states and their municipalities may or may not be taxed. 
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securities contain covenants in which the issuing company 
agrees to pay, under certain conditions, the intangible property 
tax just referred to. As an example, let us consider the fol- 
lowing paragraph taken from the indenture under which the 
5% per cent Collateral Trust Bonds of the Mortgage Com- 
pany of Maryland were issued. In this indenture the com- 
pany “agrees to refund state, county, and city personal taxes 
up to %4 of r per cent in whatever state held (provided written 
application for such reimbursement be made within ten months 
after the due date of any such tax and within two months after 
its payment), and also to pay interest without deduction of 
the normal Federal income tax up to 2 per cent.” It will be 
observed in this connection that such repayment is promised 
only when notice is given that the payment has been made by 
the investor and then only when demand is made therefor on 
the company in due form.” 

In the case of small investors, it is rarely necessary for com- 
panies making such agreements actually to make the refund, 
for it is not always customary for small investors to return 
their intangibles for tax purposes, even in states where the 4 
or 5 mill rate is in force. In many such states failure to make 
a return is not punishable, but simply means that the individual 
will be required to pay a tax on whatever amount the tax 
officials care to return for him. In many cases no return at 
all is made. 

The 4 mill tax, however, has a definite effect on the invest- 
ment policies of an estate so large that a return is required. 
Thus, in Rhode Island, State of Rhode Island Bonds are 
exempt from this tax, as are instrumentalities of the Federal 
government. Municipal issues may be taxed, however, regard- 
less of whether or not they are located within the state. Thus, 
a 4 per cent municipal bond, selling at par, will net only 3.6 
per cent to the investor who makes a declaration. If State of 


15 The following is taken from the circular announcing the 6% Gold Bonds 
of 1943 of the Cities Service Gas Pipeline Company: 

“The Company will agree to reimburse resident holders of these bonds upon 
proper request within 60 days after payment, for the Pennsylvania and Con- 
necticut personal taxes not in excess of 4 mills per annum on the taxable value; 
the California personal property tax not in excess of 5 mills per annum on 
the taxable value; the Maryland securities tax not in excess of 414 mills per 
annum on the taxable value; the Virginia personal property tax not in excess 
of 5%4 mills per annum on the taxable value; and for the Massachusetts income 
tax on the interest not exceeding 6% thereof per annum.” 
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Rhode Island Bonds are selling on a higher than a 3.60 basis, 
then they afford a better yield to such an estate than municipal 
issues selling to yield 4 per cent. Similarly, in the case of 
taxable corporation bonds, the investor must figure the effect, 
not only of the income tax but of the local property tax and the 
state income tax, when making his selections. 

A further problem is created for the investor on account of 
the diversity of practice among different states in interpreting 
the general property tax. In the case of real estate the ques- 
tion is not difficult, for the established rule is that this is tax- 
able only in and by the state in which it is located, and cannot 
be taxed by any other government. 

The entire subject regarding the taxation of intangibles, 
however, is very complex and is not susceptible to general rules, 
although the following paragraphs, taken from a Report by 
the Committee on Double Taxation and Situs for the Purposes 
of Taxation of the National Association, will give the reader 
as good a résumé of present practices as is possible.*® 


Intangible personal property is subject to taxation at the domicile of 
its owner. Whether such intangible personal property is subject to 
taxation at the domicile of its owner when it has acquired an independ- 
ent situs for taxation in another jurisdiction is uncertain. “The current 
opinion seems to be that it is. The contrary view, however, has been 
suggested, and it is not impossible that the rule applicable to tangible 
personal property may be extended to intangible personal property. 
(Cf. Hawley v. Malden, 232 U. S. 1, 12. Liverpool, etc., Ins. Co. v. 
Orleans Assessors, 221 U. S. 346, 354.) In the cases in which taxation 
of such property in two jurisdictions has been sustained, the property 
subject to taxation at the domicile of its owner has been considered to 
be different from that subject to taxation in the other jurisdiction, i.e., 
in the case of a mortgage or real estate the debt is subject to taxation at 
the domicile (Kirtland v. Hotchkiss, roo U. S. 401) ; the interest in real 
estate where the land lies (Savings Society v. Multnomah County, 
169 U. S. 421); in the case of shares of stock the shares are subject to 
taxation at the domicile; the corporate property, where such property 
is located or where the corporation is incorporated. (Hawley v. Mal- 
den, supra, p. 9.) Shares of stock may be made subject to taxation in 
the state of incorporation (Corry v. Baltimore, 196 U.S. 466) ; whether 
they may be made subject to taxation both there and at the domicile of 
the owner, quere. (Hawley v. Malden, supra.) 





16 National Tax Association, “Proceedings of the Ninth Annual Conference,” 
1915, pp. 369-371. 
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Intangible personal property may acquire a situs for purposes of 
taxation independent of the domicile of its owner. The law upon this 
point must be separately stated for different forms of intangible per- 
sonal property. 

a. Coin is subject to taxation in the jurisdiction in which it is perma- 
nently located. (It is, of course, tangible rather than intangible personal 
property. ) 

b. Bank bills, though strictly merely evidences of indebtedness, are 
by analogy to coin subject to taxation in the jurisdiction in which they 
are permanently located. (New Orleans v. Stempel, 175 U.S. 309, 322.) 

c. Deposits in bank. The theoretical relation between a bank and 
depositor therein is that of debtor and creditor. ‘There are intimations, 
however, that by reason of the practical similarity of deposits in bank 
to money in pocket such deposits are subject to the same rules as to 
situs for taxation—i.e., that bank deposits are subject to taxation in 
the jurisdiction in which they are permanently located, that is, in the 
jurisdiction in which the bank is located. (Blackstone v. Miller, 188 
U. S. 189, 205. Cf. Pyle v. Brenneman, 122 Fed. 787.) Even if they 
are treated simply as credits, there is reason for the view that they are 
subject to taxation in the jurisdiction in which the bank is located. 
(See infra, “d.’’) 

d. Credits not evidenced by or incorporated in written instruments 
—1.e., open accounts—are subject to inheritance taxation in the 
jurisdiction in which the debtor is domiciled on the theory that the 
state of his domicile has control of the ordinary means of enforcement. 
(Blackstone v. Miller, supra.) Whether this is true of property taxa- 
tion has not been settled. (See, however Liverpool, etc., Ins. Co. v. 
Orleans Assessors, supra, p. 354.) In view of the latter cases the 
decision in State Tax on Foreign Held Bonds, 15 Wall. 300, cannot 
be said to be a final disposition of this question. 

e. Whatever may be the law as to whether an ordinary credit not 
evidenced by or incorporated in a written instrument—i.e., an open 
account—is subject to taxation in the jurisdiction in which the debtor 
is domiciled, it is settled that a series of such credits arising from busi- 
ness transacted in such jurisdiction is subject to taxation in that juris- 
diction. (Liverpool, etc., Ins. Co. v. Orleans Assessors, supra.) This 
is the so-called “business situs” doctrine. It implies the existence of a 
business of some degree of permanence. ‘This doctrine has been held 
applicable to credits evidenced by written instruments, whether or not 
such written instruments are within the taxing jurisdiction. (New 
Orleans v. Stempel, supra. Metropolitan Life Ins. Co. v. Orleans, 205 
U.8..33952) 

f. State and municipal bonds are subject to taxation in the jurisdic- 
tion in which they are permanently located. (See New Orleans v. 
Stempel, supra, p. 322. Buck v. Beach, 206 U.S. 392, 407.) 
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g. Promissory notes are subject to inheritance taxation in the juris- 
diction in which they are permanently located. But in the opinion of 
a majority of the United States Supreme Court such permanent loca- 
tion alone does not give jurisdiction for purposes of local taxation. 
(Wheeler v. New York, 233 U.S. 434. Buck v. Beach, supra, p. 393.) 
It seems, therefore, that promissory notes are subject to the same rules, 
as respects local taxation, as are ordinary credits—i.e., open accounts. 

h. Bonds, being specialties, are subject to taxation in the jurisdiction 
in which they are permanently located (Holmes, J., in Selliger v. Ken- 
tucky, 213 U.S. 200, 204). How far the decision in State Tax on For- 
eign Held Bonds, supra, as limited by later decisions establishes the 
proposition that such bonds are not subject to taxation in the jurisdic- 
tion in which the debtor is domiciled is not clear. It is possible that 
even if an ordinary credit or promissory note is subject to taxation in 
the jurisdiction in which the debtor is domiciled, a bond—being con- 
sidered the thing itself—is subject to a different rule. (See Blackstone 
v. Miller, supra, p. 205.) 

i. Mortgages are subject to taxation in the jurisdiction in which the 
land lies on the theory that the tax is imposed upon the mortgagee’s 
interest in the real estate. So far as has yet been decided, the note or 
. bond secured by such mortgage ‘is subject to the same rules of taxation 
as an unsecured note or bond. (See supra, 2 and 3, g and h.) 

j- Corporate stock. Shares of stock in corporations organized under 
state laws may be given a situs for the purpose of taxation within the 
state of incorporation. (Corry v. Baltimore, supra.) It is undecided 
whether under these circumstances such shares of stock may also be 
taxed at the domicile of the owner. 

k. Shares of stock in National Banks are by Federal statute subject 
to taxation only in the state in which such banks are located. 


Summary.—Detailed consideration of the economic effects 
of our various systems of taxation is hardly a subject for the 
present work. The entire problem of taxation is an intricate 
one and properly belongs to a study of public finance. We 
have tried to consider only the more important relations of 
taxation to the subject of investment. 

As to the future course of taxation, one can hazard only a 
rough guess. In all probability, coming years will witness a 
gradual lowering of Federal income taxes, while state taxes 
will remain at the present level or increase. More satisfac- 
tory, of course, would be a reduction in all taxes. The income 
tax unquestionably has come to stay, and probably will be in- 
creasingly used by states as a means of revenue, in place of 
property taxes. 


CHAPTER XXX 


INVESTMENTS AND THE BUSINESS CYCLE— 
INTRODEC TORY 


Corporate profits, movements in stock prices dependent 
on.—It is commonplace knowledge that movements in the 
prices of various groups of securities are closely related to 
economic conditions. Common stocks represent ownership in 
enterprises, and, as such, they share in the profits thereof. 
The dividend policy of a corporation depends very largely on 
its earnings. It is but natural, therefore, when profits are 
large, and dividend prospects bright, that the common stocks 
of corporations should advance in price. Conversely, when 
profits fall off, or when deficits occur, the market value of 
stocks declines. 

Corporate earnings.—Corporate earnings are determined 
in part by factors of management, to be sure; but they are also 
dependent in part on the state of business activity at any given 
time. For instance, the direction of commodity price move- 
ments is very important in determining the profits of industrial 
concerns.t. Periods of rising prices are particularly favorable 
to such concerns. Not only does a generally satisfactory state 
of business usually accompany rising prices, but, at such times, 
industrial concerns receive profits from advances in the values 
of their inventories; and it frequently happens that the prices 
of commodities advance more rapidly than wages. Further- 
more, corporations almost invariably are borrowers, and, as 
such, profit during periods of rising prices. Conversely, fall- 
ing prices generally mean lessened profits. 

State of employment.—The general state of employment is 
another factor affecting corporate profits. When employment 
is at a high level, purchasing power is high, with the result 
that the demand for consumption goods is heavy. More auto- 





1 The effect of rising prices on public utility and railroad stocks is further dis- 
cussed on p. 841. 
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mobiles, homes, clothing, and other consumers’ goods are pur- 
chased. This, in turn, creates a greater demand for steel, 
wool, iron, coal, lumber, and other raw materials. Biadlatly. 
railroads and many so-called public utility enterprises enjoy an 
increased demand for their services at such times. In fact, 
sales of the .general run of corporations are affected by the 
extent to which industrial workers are satisfactorily employed. 

Agricultural conditions——In a somewhat similar manner, 
the status of agricultural industry affects corporate profits. 
There are many who believe that general business conditions 
of this country are largely dependent on the size of its crops. 
This argument is based on the assumption that a large part 
of the population is engaged in agriculture, that good crops 
enhance the purchasing power of such individuals, and, hence, 
furnish the raison d’étre for good business. This view is sub- 
ject, at least, to the modification that the size of crops alone 
is of no great significance; but that the size, multiplied by the 
price at which they can be sold, is the real measure of agricul- 
- tural prosperity. 

While there is probably a certain amount of truth in the 
idea that a large income for agricultural workers does stimu- 
late business, and vice versa, one should not assume that the 
condition of agricultural industry is the sole determinant as to 
whether general business conditions will be good or bad. It 
is one factor, however, among others, that has an important 
bearing on the state of activity. 

Movement of goods and production in basic industries.— 

It may be said, in short, that all those factors which tend 
to stimulate the movement of goods in distributive channels 
and to increase production in basic industries are favorable to 
corporate profits. Contrariwise, when goods fail to move, 
orders from retailers to wholesalers decline, wholesalers and 
jobbers cancel existing orders with manufacturers and withhold 
forward orders, manufacturing output declines, unemployment 
increases, and profits decline. 

Interest rates and credit conditions.—Credit is the very 
foundation of modern business. As we have already seen, 
there are two kinds of borrowing operations carried on by 
business concerns. Long term borrowing is undertaken to 
finance the acquisition of permanent assets and improvements. 
Current operations, on the other hand, are provided for by 
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means of bank loans. A direct relationship is, therefore, 
created between the state of bank credit, interest rates, and the 
extent to which current operations can be expanded. Given 
a situation where prices are advancing and business is active 
and it becomes necessary for business men to borrow more 
heavily at banks. If the resources of the banks are ample, 
and if interest rates are low, such borrowing is profitable and 
is encouraged. Conversely, lack of sufficient loanable funds and 
high interest rates discourage expansion and hence affect profits. 

Bank credit is also used indirectly to finance permanent 
improvements. When the investment banker or individual 
investor purchases securities and borrows against such collat- 
eral at his bank, the effect is to divert bank credit into perma- 
nent financing. Extensions to present plants and the erection 
of new plants depend partly on the availability of capital. 
Ample credit facilities at banks and low interest rates encour- 
age investment bankers and business men to buy securities with 
borrowed money, thus giving business corporations the funds 
with which to expand their plant facilities. Similarly, low 
interest rates encourage the use of borrowed capital for specu- 
lation in both stocks and bonds. High interest rates, on the 
other hand, increase the cost of borrowed capital and check 
borrowing operations. ‘This, in turn, discourages expansion 
on the part of business concerns both in respect to current 
operations and plant development. Speculation in securities 
and commodities is likewise curtailed. 

Bond prices, movement of, in sympathy with interest 
rates.—Bonds, as distinct from stocks, are credit instruments 
and bear fixed rates of interest. The yield of a given bond 
depends on three factors: the price at which it sells; the length 
of time it has to run to maturity; and its coupon rate of inter- 
est. At any given time, the yield on a given bond varies in- 
versely with its price. Since the purchase of bonds is only one 
form of employing funds, it is logical that the interest return 
on such instruments should approximate that available in other 
channels. Consequently, bond prices move inversely with 
money rates. As money rates advance bond prices decline and 
vice versa. 

For this reason, the purchaser of bonds-is required to pay 
very close attention to the state of business activity and to the 
supply of loanable funds. As business expands we have seen 
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that increasing demands are placed on banks, for the purpose 
of financing current operations as well as for making perma- 
nent investments. The supply of loanable funds as reflected 
by bank reserves dwindles and interest rates sooner or later 
advance. This movement is reflected in declining bond prices. 
Similarly, during periods of liquidation and depression, bank 
reserves increase, interest rates decline, and this is followed 
by an upward movement in bond prices.” 

Interpretation of business indices—In view of the close 
relationship between business conditions and security prices, the 
successful investor is required to keep in the closest touch with 
changes in the economic and business situation. This can be 
done only by an intimate study of a substantial body of statis- 
tical data which are currently available. Such a study requires, 
not only the ability properly to interpret the available material, 
but knowledge as to its sources as well. 

Unquestionably the student who has had statistical training 
is in a better position to deal with the various series and curves 
that are commonly used to measure business conditions than is 
the student who lacks such training. It is quite impossible to 
go into an elaborate discussion here of the technique used by 
statisticians in preparing and analyzing their material. We 
shall, however, call attention briefly to several concepts, an 
understanding of which is quite essential to any intelligent 
interpretation of the more commonly published data on busi- 


’ ness conditions. 


Definition of time series—Most series used in measuring 
business and economic conditions are known as “time series.” 
In nontechnical language, a “time series’ may be defined as a 
consecutive series of data representing, for a stated period, 
the quantitative changes that take place in respect to some 
definite factor. Thus, the amount of pig iron produced 
monthly over a given period constitutes a time sefies. There 
are two ideas involved here—quantity and time. Other ex- 
amples are: “The weekly volume of bank debits,” “Popula- 
tion data at two or more consecutive dates,’ “The monthly 
volume of new buildings contracts awarded,” and so on. 

Seasonal variation.—The original or crude data of a time 
series may be put in the form of a schedule, or they may be 





2¥or further discussion of behavior of bond prices during phases of the 
business cycle see p. 344. 
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represented in graphic form by means of a curve. Regardless 
of the particular form of presentation, the so-called raw data 
frequently require statistical treatment before they assume prac- 
tical significance. In the first place, many time series are sub- 
ject to seasonal variation. Consider, for 2 moment, such a 
series as department store sales. We all know, from common 
knowledge, that the sales of such stores are low during the 
summer months, rapidly reach a peak in December, decline 
rapidly in January, and rise slightly during the spring months. 
It is not indicative of a great period of prosperity if such sales 
increase in October, November, and December as compared 
with July, August, and September. It might mean something 
if they increased more than usual during such months. Simi- 
larly, a decline in January and February need not indicate a 
period of depression in retail trade. In fact, if such a decline 
is less than usual, conditions may be considered as good. By 
means of certain mathematical formulas, it is possible to ad- 
just time series for seasonal variation. In this way a curve 
plotted from the corrected data would be a straight line if 
each month or week (depending on the period used) showed 
just the normal seasonal variation. Where the variation from 
month to month is greater or less than normal, then the curve 
varies to that extent from a straight line.* Figure 37, 
which shows the Federal Reserve Board index of department 
store sales, unadjusted and adjusted for seasonal variation, 
illustrates the preceding ideas. 

Secular trend.—Secular trend may be defined as “‘the regu- 
lar increase or decrease of the series according to some prin- 
ciple, over the whole period under consideration. For most 
series it is a growth element, dependent upon population and 
the development of industry.’ * Let us consider such a series 
as pig iron production in the United States during the past 
quarter century. Not only is it reasonable to expect seasonal 
variations in the average monthly data, but the average pro- 
duction during a poor year at present would probably be in 
excess of the average production of an especially active 





3 For the mathematics involved in eliminating seasonal variation the student 
is referred to any standard text on Elementary Statistics. A particularly good 
discussion with illustrative material appears in The Review of Economic Sta- 
tistics, Preliminary Volume 1, p. 18 ff. < 

4Persons, Warren, “A Nontechnical Explanation of the Index of General 
Business Conditions,” Review of Economic Statistics, Preliminary Vol. 2, p. 39. 


INVESTMENTS AND THE BUSINESS CYCLE 797 


year during the first part of the period. As our industrial 
development has proceeded with the growth in population and 
wealth, the trend in pig iron production has necessarily been 
upward and fluctuations to-day are within a higher range than 
they were twenty-five years ago. In order to make our raw 
data still more significant, therefore, it is necessary to eliminate 
secular trend. 

Analysis of cyclical movements.—Having so eliminated 
secular trend and corrected a given series for seasonal varia- 
tion, we are then able to determine what is known as cyclical 
movements in the series. Cycles may be defined as “the undu- 
lating curves, or numerical values, secured by removing from 
the actual items the secular trend and seasonal variation, and 
expressing the results in terms of comparable units. The 
actual figures thus corrected and expressed measure the rhyth- 
mic movement of business, the ebb and flow corresponding to 
depression and prosperity.” ° The following chart illustrates 
the results of applying these correctives to monthly averages 
of pig iron production in the United States from 1903 to 

“1920. In this chart, both seasonal variation and secular trend 
have been eliminated and the resulting curve shows the cyclical 
variations above and below the line of trend.° 


Fig. 29.—Monthly Tonnage of Pig Iron Produced in the United States, 
Cycles. 
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Review of Economic Statistics, Preliminary, Vol. II, p. 42. 


Combination of separate time series into one series —A 
time series which is composed of a number of different items 
is often more useful than a series representing movements in 


5Tbid., p. 39. 
6Tbid., p. 42. 
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one item alone. Suppose, for example, that one wanted an 
index of industrial production and needed something more 
inclusive than a single basic series, such as pig iron produc- 
tion. To obtain such an index, it might be necessary to com- 
bine figures of production of many disstinilar commodities. 
Obviously, it would not be reasonable to add together the 
monthly productions of tons of pig iron, bales of cotton, and 
pairs of shoes. The raw figures of production must be re- 
duced to some common unit and must be included in the 
final series in proportion to their relative industrial impor- 
tance if the index is to be most useful. There are several 
different statistical methods of constructing these composite 
indexes.” In many cases, it is necessary to correct each series 
separately for seasonal variation and secular trend before they 
can be combined into one. A number of the indexes to be dis- 
cussed have been formed by combining many individual 
series. 

More important series for measuring business conditions. 
—With this simple statement regarding the use of time series 
in the measurement of business conditions, we may pass on to a 
brief consideration of some of the more important series at 
present used to measure changes in business and economic con- 
ditions. Although, in some cases, sources of raw data are re- 
ferred to, the attempt has been made to confine most of the 
discussion to secondary sources of material; that is, to statistical 
services, where the raw data have already been treated and are 
presented in usable form. This is believed desirable, for our 
present interest is in the actual measurement of conditions 
rather than in their purely statistical aspects. Various statis- 
tical series currently available are discussed under the major 
headings: Production indexes; Employment indexes; Indexes 
of trade and business activity; Price indexes; Building con- 
struction; Railway transportation; Business failures; and 
Banking and finance. Discussion of these indexes is merely 
descriptive. No effort is made at this stage to analyze the 
cyclical movements appearing in the various series referred to, 
nor to consider the correlation between movements in such 
series and security price movements. Subsequently, attention 





7See Mills, F. C., “Statistical Methods,” Chapter IX, 1924, Henry Holt & Co., 
New York, and other standard books on business statistics. 
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will be given to the Business Cycle, and to the characteristic 
movement of securities during its various phases. 

Production indexes.—The most widely known and used 
indexes of production include the following: 


1. The “Harvard Index of the Volume of Manufacture.” — 
This appears once a month in the Weekly Letters of the Har- 
vard Economic Service. This index is based on approximately 
30 series, representing such broad divisions of industry as the 
following: metals, vehicles, food products, lumber, paper and 
printing, chemicals and allied products, leather and shoes, 
stone and clay products, and tobacco products. This index 
first appeared during September, 1921, and was revised in 


Fig. 30.—Indexes of the Volume of Manufacture and Mining. 
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Harvard Economic Service. 


March, 1922. Minor revisions only have been made since 
that time. 

2. “Survey of Current Business” Indexes of Business Ac- 
tivity—These indexes comprise three separate series. One 
based on the production of 64 manufactured commodities: an- 
other, on the stocks on hand of 28 commodities; and the third, 
on unfilled orders of eight commodities. The production 
curve represents about 44 per cent of the entire manufacturing 
output of the country.® At present, the manufacturing series 





8 Weekly Letter, March 25, 1922. 

9 For individual series used and method of weighting, see “Survey of Current 
Business,” January, 1923, pp. 22-26. See also January, 1924, p. 19, and January, 
1925, p. 28, for subsequent revisions. 
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is adjusted for seasonal variation and referred to the monthly 
average of the year 1919 *° as 100 percent. The curve repre- 
senting stocks of goods on hand is a weighted index of com- 
modities in the hands of manufacturers or in other visible 
hands at the end of each month based on 45 commodities.’* 
These series are now corrected for seasonal variation and are 
compared with 1923-1925 as 100 per cent. Unfilled orders, 
on the other hand, consist of a weighted index of unfilled or- 
ders of manufacturers in the iron and steel and building indus- 


Fig. 31.—Relative Production, Stocks, and Unfilled Orders for Manu- 
factured Commodities. 
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1920 monthly average=100. Adjustment has been made for both stocks and production for 
their respective seasonal movements. Unfilled orders are principally those of iron, steel, and 
building materials, November, 1927, is the latest month plotted. 


tries at the end of each month, compared with the monthly 
average for 1920 as 100 per cent.” 

3. Federal Reserve Board: New Index of Industrial Pro- 
duction..—The new index of industrial production, which 
was first published in February, 1927, is made up of two com- 





10 For purposes of constructing the chart, all three series are converted to a 


1920 base, althovgh the figures presented in the “Survey of Current Business” 
awe production on a 1919 base and stocks and unfilled orders on a 1923-1925 
ase. 

11 For details see “Survey,” May, 1923, pp. 20, 22, February, 1924, pp. 29-31, 
and April, 1924, p. 27. 

1? For details see “Survey,” May, 1923, Pp. 20-22. 

*8See Federal Reserve Bulletin, December, 1922, pp. 1414-1421, for dis- 
cussion of original index of production in basic industries. Revisions discussed 
in Bulletin, May, 1924, pp. 422, 423. New index explained in Bulletin, February, 
1927, Pp. 100-103, and March, 1927, pp. 170-177. 
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ponent indexes, one of manufactures, the other of minerals, 
and represents directly and indirectly nearly 80 per cent of 
the total industrial production of the United States. It is 
derived from 60 individual series, measuring production in 
35 industries, and indirectly measuring production in many 
more. The base period of the new index number is the daily 
average production for the period from 1923 to 1925, in- 
clusive. This index also represents the average output per 


Fig. 32.—Federal Reserve Board Indices of Production of Manufactures 
and Minerals (1923-1925 Average — 100). 
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working day, rather than total production for the month, and 
thus is not influenced by changes in the number of Sundays and 
holidays during the month. The individual series are cor- 
rected for seasonal variation where necessary and weighted 
according to their importance as indicated by the census fig- 
ures on value added in process of manufacture, in the case of 
manufactured goods, and annual output, in the case of min- 
erals. 

4. Standard Statistics Company Index of Industrial Pro- 
duction.—This index, first published in 1924, comprises 39 
series of production data. It goes back as far as 1910 and 
hence is available for a longer period than any of the series. 
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Furthermore, all the constituent series are corrected for sea- 
sonal variation and secular trend. The chart in its final form, 
therefore, expresses current data as percentages of deviation 
from the secular trend line, or normal. In this respect, it 
differs from many other series which use some one year or 
group of years as the base and express subsequent data as 
percentages of such a period. 


Fig. 33.—Standard Statistics Company Index of Industrial Production 
(Corrected for Seasonal Variation and Secular Trend; in 
Relatives, Secular Trend= 100). 
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There are other series indicating production activity that 
may be mentioned briefly at this time, but which will not be 
described. The Harvard Service publishes in its weekly letter 
service an index of mining activity.7* The Federal Reserve 
Bank of New York publishes in its “Monthly Review of 
Credit and Business Conditions” index figures expressing the 
volume of production in a number of mining and manufactur- 
ing industries. In January, 1925, the Babson Statistical Or- 
ganization published, in preliminary form, a new index of the 
volume of production of nonagricultural raw materials.?® 
































14 For a description see Weekly Letter, May 26, 1923, Pp. 141-150. 
15 See Barometer Letter, Jan. 6, 1925. 
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The statistical devices used in constructing the various in- 
dexes just described differ. The individual series making up 
the composite indexes likewise differ to some extent. Yet, on 
the whole, for the nontechnical reader, there is a marked 
similarity in the results shown by the different indexes. The 
reader will undoubtedly find a sufficiently accurate measure- 
ment of the current rate of industrial production in any of 
the standard series previously described to satisfy his ordinary 
requirements. 

Iron, steel, and coal production:—The fact that iron and 
coal constitute the two most basic raw materials used in our 
present day industry makes their production records particu- 
larly significant as barometers of business activity. A few 
years ago, before business forecasting enjoyed its present 
vogue, pig iron production was regarded as the standard 
measure of business activity. The justification of this was that 
iron forms the basis of our steel industry, and that steel is 
devoted to a wide variety of uses. It is required for railway 
construction, the erection of buildings, the construction of 
‘machinery, and the manufacture of automobiles, as well as 
for the production of many other goods and services. 

Statistics of pig iron production have always been readily 
available and are released promptly. ‘They are first published 
in the Iron Age and the Iron Trade Review, but are reprinted 
immediately in all important business publications.*® 

Another series which has long been used as a_ business 
barometer is the record of monthly unfilled orders of the 
United States Steel Corporation. These data are available 
monthly as far back as 1910, but the quarterly series goes 
back) as taras 1901, Lhe current data are available in all 
literature dealing with business statistics. 

The production of bituminous coal is a fairly good business 
indicator, although its efficiency is impaired by rather wide 
month to month variations, and frequent extreme fluctuations 
due to strikes and lockout Despite these handicaps, how- 
ever, coal production must be regarded as an important in- 
dicator of business changes on account of the dependence of 
industry in general on the use of coal as a source of heat and 





16 For a chart of pig iron production in the United States from 1903 to 1920 
see p. 797. 
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power.?’ Anthracite coal production, on the other hand, has 
little value as a business barometer. 

Employment conditions and the labor market.—Closely 
allied with the state of productive activity is the extent to 
which labor is employed. The converse of a series represent- 
ing the number employed would be one showing the number 
unemployed. In this country we have no satisfactory statistics 
of unemployment, although there are several standard indexes 
of employment. 

1. Bureau of Labor Statistics Index of Employment. 
The United States Bureau of Labor Statistics publishes an in- 
dex of employment conditions which at present is based on 
reports from over 10,000 establishments, employing nearly 


Fig. 34.—Bureau of Labor Statistics Indexes of Employment and Pay 
Rolls. 
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3,000,000 men. This index is computed by the ‘‘chain index” 
method. According to this method each month’s data are 
expressed as a percentage of the previous month. The use of 
this method permits the number of establishments to vary 
from month to month, since each month’s data are compared 
with that for the identical establishments of the previous 
month. The weights for the various lines of industry repre- 
sented are determined by their relative importance in terms of 
wage earners. The method employed in preparing this index 
fails to account for the drift of employment from old to new 
concerns, or from industry into agriculture, or for the rise of 
new industries. In this way the index tends to be distorted 








17 See “Fluctuations in Coal Production,” by Wing-and Tryon, in Persons, 
W. M.; Foster, W. T., and Hettinger, A. J., Jr., “The Problem of Business 
Forecasting,” pp. 202-203, 1924, Houghton Mifflin Co., Boston and New York. 
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downward. The Bureau of Labor Statistics prepares also an 
index of pay rolls in much the same way as the employment 
index is prepared, using essentially the same data and system 
of weighting.**® 

2. Federal Reserve Board Index of Factory Employment 
and Pay Rolls.—The Federal Reserve Board utilizes statistics 
on employment compiled by various agencies, notably those of 
the Bureau of Labor Statistics, in the computation of its in- 
dex. The essential difference between the Reserve Board’s 
index and the preceding one lies in statistical methods em- 


Fig. 35.—Federal Reserve Board Indices of Factory Employment and 
Pay Rolls (1919 Average —100 Per Cent). 
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ployed. The number of industries included by the Board is 
33 as compared with 54 in the former series. ‘The year 1919 
is used as the base year in the Board’s index and a somewhat 
different system of weighting is used. By employing biennial 
census figures for checking its own figures with those furnished 
by the census of manufactures, some of the inaccuracies of 
the preceding series are eliminated. The Board also prepares 
an index of pay rolls based on the Bureau of Labor Statistics 
data” 





18 These indexes are published monthly, in the Monthly Labor Review and 
in small pamphlets entitled, “Employment in Selected Manufacturing Industries.” 

19 For a description of employment and pay-roll indexes, see Federal Reserve 
Bulletin, Vol. 11, May, 1925, pp. 324-327. 
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There are also several state indexes of employment and 
pay rolls. The most important of these is the “New York 
State Employment Index,” which is one of the oldest continu- 
ous indexes in the United States. State employment series are 
maintained by Wisconsin, Massachusetts, Iowa, and several 
other states. The Federal Reserve Bank of Philadelphia also 
collects data concerning employment in Pennsylvania, New 
Jersey, and Delaware. 

Indexes of trade and distribution——That there should be 
a very close correlation between distribution and production 
is natural. That which is produced must eventually be sold. 
And, if distribution cannot be sufficiently maintained, then 
production must inevitably decline. Conversely, an active 
movement of goods in distributive channels stimulates the 
production of goods. In a way, therefore, distribution may 
be considered somewhat as the neck of the bottle. Satisfac- 
tory sales of consumers’ goods, regardless of the cause, must 
sooner or later be reflected in greater productive activity. 
Corporate profits are, of course, vitally dependent on the 
active movement of goods. Statistics of trade, therefore, 
have a special significance to the investor. 

1. Federal Reserve Index of Wholesale Trade—The 
Federal Reserve Bulletin carries monthly an index of whole- 
sale trade based on the dollar values of the sales of 1,076 


Fig. 36.—Federal Reserve Board Index of Wholesale Distribution. Nine 
Lines of Trade (Monthly Average, 1923 to 1925, 100 per Cent). 
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reporting wholesale dealers, some of whom are located in 
each Federal Reserve District. These dealers represent nine 
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different lines of trade. The base for each series is the aver- 
age of monthly sales for the three year period, 1923-1925. 
Weights for each line are based on the average value of the 
production of each class of goods for the years 1923 and 
1925. The composite index is obtained by combining all the 
individual lines for the country as a whole.” 

2. Federal Reserve Board Index of Retail Trade.—In 
addition to the preceding index of wholesale trade, the Fed- 
eral Reserve Board also computes an index of department 
store sales, the sales of mail order houses, and separate in- 
dexes of the sales of seven different types of chain stores.” 
The index of department store sales is based on data from 
565 stores, including some from each Federal Reserve Dis- 


Fig. 37.—Federal Reserve Board Index of Department Store Sales 
(Monthly Average 1923 to 1925, 100 per Cent). 
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trict.” The mail order index is based on the sales of four 
large mail order houses. The various chains making up the 
chain store index are as follows: 5 five-and-ten-cent chains, 27 
grocery chains, 9 drug chains, 3 cigar chains, 6 shoe chains, 
4 music chains, and 5 candy chains. All indexes of sales pre- 
pared by the Federal Reserve Board are based on dollar 
volume. 





20 See Federal Reserve Bulletin, December, 1927, pp. 817-829. A similar 
index based on six lines of trade was published monthly prior to December, 1927. 

21 For original indexes see Federal Reserve Bulletins for January and March, 
1924; for revision of grocery index, February, 1925; for revision of department 
store index, February, 1928. 

22 A separate index is also published for each district. 
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Composite indexes of trade and business activity.”*>—There 
are several composite indexes of business activity which, al- 
though frequently designated as trade indexes, really measure 
business activity in a more comprehensive fashion. We shall 
consider several of these briefly at this point. 

1. The Annalist Index of Business Activity—This index is 
published regularly each month in the Annalist and is based 
on production in 9 distinct lines and freight car loadings, with 
weights accorded the individual series in making up the com- 
posite index. The individual series with the weights are as 
follows: pig iron production, 4; steel ingot production, 7; 
freight car loadings, 35; electric power production, 22; cotton 
consumption, 14; wool consumption, 4; automobile production, 


Fig. 38—Annalist Index of Business Activity. 
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4; bituminous coal production, 3; boot and shoe production, 
§; zinc production, 2. Each series is corrected for seasonal 
variation and secular trend. ‘The index as finally presented is 
in terms of a percentage deviation from normal or the secular 
trend line.** 

2. Federal Reserve Bank of New York Index.—A some- 
what more comprehensive attempt to measure fluctuations in 
the volume of the country’s business has been attempted by the 





23 We will not discuss at this point the “Harvard Index of Business Condi- 
tions,” which consists of three series: (A) speculation, (B) business, and (C) 
money. This index is used in the Harvard Economic Service as a basis for 
interpreting the course of business through various phases of the business cycle 
and for purposes of forecasting, and is referred to in detail on p. 868. 

24See Annalist, January 28, 1927, pp. 163-165, for details of construction. 
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Federal Reserve Bank of New York.*® This index is made 
up of 28 different series, divided into the following 5 major 
groups: productive activity; primary distribution; distribution 
to consumers; general business activity; and financial activity. 
In nearly all cases where the constituent series are reported in 
terms of dollars they are “deflated.” Proper seasonal cor- 


Fig. 39.—Volume of Trade, Productive Activity, Distribution to 
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rection is applied where necessary and the data so corrected are 
expressed in terms of the secular trend line as a base. 
Foreign Trade.—Statistics of imports and exports have a 
very definite place among business barometers. Not only are 
such statistics valuable in making analyses of price cycles, but 
imports of crude and raw materials have been an excellent fore- 





25 For a more complete discussion of this index see Snyder, Carl, “A New 
Index of the Volume of Trade,” Journal of the American Statistical Association, 
Vol. 18, 1923, pp. 949-963, and “The Revised Index of the Volume of Trade,” 
Vol. 20, 1925, pp. 397-404. See also Snyder, Carl, “Business Cycles and Business 
Measurements,” Chapter V, 1927, Macmillan Co., New York. 
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caster of changes in business activity, at least since 1919. 
During the period 1919 to 1926, there was very close ‘‘time 
correspondence between the ebb and flow of industrial activity 
and that of the category of imports which is classified by the 
Department of Commerce as ‘crude materials for use in manu- 
facture.’ ” 

Price indexes.—The relation of price changes to general 
business conditions and investments is so well known as to 
require but little comment at this time. Advancing or stabil- 
ized prices almost invariably accompany good times, while fall- 
ing prices generally mean decreased profits for industrial cor- 
porations. Similarly, as we have seen, price changes have 
definite effects on various classes of security holders, falling 
commodity prices tending to enhance bond prices and to de- 
press stock prices, whereas rising commodity prices have the 
opposite effect. 

It often happens, in analyzing investments, that one’s inter- 
est centers on price changes among certain groups of commodi- 
ties. Nevertheless, the present discussion will be restricted 
to those indexes which aim to measure general changes in 
commodity prices only. It would require more space than can 
profitably be afforded here to give a complete account of all 
the more important price indexes. For such a discussion the 
student will do well to refer to some text on the use of business 
statistics.”” ; 

1. Bureau of Labor Statistics Index of Wholesale Prices.*§ 
—One of the most comprehensive indexes of wholesale prices 
in this country is that prepared by the Bureau of Labor Statis- 
tics.. This index is now based on 550 commodities, although 
a smaller number were used in the older series: By means 
of statistical devices this series has been extended back as far 
as 1890. It is now expressed in terms of 1926 as the base 


year. Various groups are weighted according to census 
figures. 





26 See Richter, F. E., “Imports Forecast Our Business Activity,” Aznalist, 
July 30, 1926, p. 139. 

27 See, particularly, Hardy, C. O., and Cox, G. V., “Forecasting Business 
Conditions,” Chapter XXII, 1927, Macmillan Co., New York, for excellent short 
treatment. : 

28 See Bulletins of Bureau of Labor Statistics, Wholesale Price Series. See also 


monthly pamphlets, Bureau of Labor Statistics, “Wholesale Price of Com- 
modities.” 
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2. Bradstreet’s Index of Wholesale Prices—This was the 
first price index to be maintained in the United States. It is 
an aggregate of the wholesale prices per pound of 96 differ- 
ent commodities. ‘This series is available in its present form as 
far back as January, 1899, and quarterly data extend back to 
1892. There is no attempt at scientific weighing in this series.”° 

Another index of wholesale prices is prepared by R. G. 
Dun & Co. The Harvard Economic Service publishes a 
monthly index called “‘A Price Index of Business Cycles,’’ and 
also a so-called ‘Sensitive Price Index.” Another well known 
weekly index of wholesale prices is constructed by Irving 
Fisher.** 

Among the more widely known retail price indexes must 
be included the Bureau of Labor Index of Retail Prices, based 
on the retail prices of food, gas, coal, and electricity. The 
Bureau of Labor Statistics and the National Industrial Con- 
ference Board both publish indexes of the cost of living, which 
are based largely on retail prices. 

Building construction.—For many years statistics of build- 
ing construction have been regarded as important measures of 
industrial activity. The volume of annual construction at the 
present time, based on data received from 36 different states, 
runs at the rate of over $6,000,000,000.*%2 The influence of 
the building industry is very widely felt through our entire 
economic structure. Not only does this industry employ a 
large number of workers, but it draws its supplies from many 
different industries. Concerns engaged in the production of 
steel, cement, lumber, paints, hardware, elevators, plumbing 
supplies, and other accessories are vitally affected by changes in 
the status of building industry; and, of course, active building 
is reflected in larger freight movements. For this reason, 
changes in the volume of building are reflected in railroad 
earnings. 

1. Data on Building Contractsx—One of the most com- 
prehensive series of data related to the building industry com- 





29 Appears in Bradstreet’s Journal, on the first Saturday of each month. 

30 Appears in Dun’s Review, on the first or second Saturday of each month. 

31 Appears in many current dailies each Monday. 

*2 Based on data of F. W. Dodge Company, which estimates the total con- 
struction in 1927 at $6,303,055,000 (see Commercial and Financial Chronicle, 
Vol. 126, January 28, 1928, pp. 473-483). 
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prises statistics of building contracts awarded as collected by 
the F. W. Dodge Company.** These data are now reported 
both in terms of value and in square feet. The value. and 
area series go back to 1923 and cover 36 states. Estimated 
value figures for 27 states are carried back to 1910. 


Fig. 40.—Building Construction Contracts Awarded in 36 States. 
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In addition to the series on new contracts awarded, data 
related to building permits are collected by Bradstreet’s, Bab- 
son’s Service, and the Federal Reserve Board. The Board’s 
series, which are regularly published in the Federal Reserve 
Bulletin, are the most exhaustive, although they do not extend 
so far back as the other two. Building permits do not afford 
quite so accurate a picture of the situation as contracts let, 
since they represent only intentions to build, while contracts let 
represent actual performance. 





°° For a discussion of building statistics see Compton and Gries, “Available 
Building Statistics,” in Persons, W. M., Foster, W. T., and Hettinger, A. J., Jr., 
“The Problem of Business Forecasting,” 1924, Houghton Mifflin Co., Boston and 
New York. See also Hubbard, Jos. B., “An Analysis of Building Statistics for 
the United States,” Review of Economic Statistics, 1924, Vol, 6, pp. 32-62. 
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Railway transportation.—Statistics showing the volume of 
business done by the railways in this country provide an ex- 
cellent measure of general business conditions. Variation in 
freight movements depends on the expansion and contraction 
of practically every type of business, except purely financial 
enterprises. hese statistics are not affected by irrelevant mat- 
ter, such as income tax payments, quarterly and semiannual 
interest, and dividend payments, in the way that bank clearings 
and debits are. The three series in this group which are the 
most significant to-day are as follows: gross revenues of class 
I railroads; car loadings; and revenue tonnage. 

1. Gross revenues——The Interstate Commerce Commis- 
sion publishes monthly the gross revenues of all class I rail- 
roads in the United States. These are reprinted in many of 
the current publications dealing with business and finance, and 
may be studied as a whole or by geographical sections, thus 
giving a measure of trafic movements in different parts of the 
country. In using such statistics for comparison, however, it 
must be borne in mind that they are affected by rate changes. 

2. Index of railway transportation—The most widely 
used index of railway transportation in this country is the 
series of weekly car loadings published by the American Rail- 
way Association. This series includes car loadings not only 
of carload lots, but also of less than carload lots. It is also 
possible to use data on car loadings to a certain degree as a 
measure of activity in selected industries, for the American 
Railway Statistics are broken into six commodity groups. 

3. Revenue tonnage.—The Interstate Commerce Com- 
mission publishes quarterly reports showing the tonnage car- 
ried and that originating on class I roads (roads with annual 
gross incomes in excess of $1,000,000). This series has his- 
torical value, but it is of little current use, since it is not pub- 
lished until about three months after the data are in. Monthly 
statistics of tonnage and ton mileage are collected, but not 
generally distributed. 

Business failures——‘“Dun’s Review” and ‘“Bradstreet’s 
Journal” both publish monthly reports of the number of busi- 


34'These groups are: grain and grain products; live stock; coal; coke; forest 
products; ore; miscellaneous; merchandise, |. c. 1. These data are reprinted 
weekly in the Commercial and Financial Chronicle, and are easily accessible. 
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ness failures. Bradstreet’s publishes weekly figures for the 
United States and Canada, with a classification of the data 
by geographical sections and according to the size of the firms 
failing. Figures are summarized monthly and annually. 
Dun’s data are published weekly and monthly and are classi- 
fied according to types of business. The characteristic move- 
ment of series of business failures is interesting. During 
periods of liquidation there is a tendency for failures to in- 
crease rapidly. Thereafter, they decrease slowly and reach 
a minimum during periods of prosperity. Furthermore, there 
is a decided seasonal fluctuation in the number of failures. 

During December and January they reach a maximum and° 
during August and September a minimum. 

Banking and finance.—Data in this field may be used for 
two purposes: as a measure of the volume of trade; or as 
a measure of the abundance, or scarcity, or credit, and the 
state of bank reserves. The first type of data requires only 
a short descriptive treatment. The close relationship between 
the state of bank credit and the field of investment, however, 
requires a more detailed analytical treatment. Of the banking 
series that indicate the volume of trade the two most impor- 
tant are ‘debits to individual depositors’ accounts,” and bank 
clearings. More recently the use of data relating to the turn- 
over of bank deposits has also been used as a_ business 
barometer.* 

1. Debits to individual depositors’ accounts.—Practically 
85 per cent of all payments in this country are made by 
means of check. The volume of check payments, therefore, 
provides an excellent index of the amount of business trans- 
acted in the country. The Federal Reserve Board at present 
compiles weekly debits to individual accounts from a large 
number of banks in this country. The number of reporting 
centers has increased from about 150, in 1919, when the series 
was started, to over 250, at present, thus giving the series an 
upward trend unrelated to business. However, continuous 








85 The “Turnover of Bank Deposits” is a new barometer recently devised by 
the Federal Reserve Bank of New York. For a complete discussion see Burgess, 
W. Randolph, “The Velocity of Bank Deposits,” Journal of the American Statis- 
tical Association, 1923, Vol. 18, pp. 727-740; Snyder, Carl, “Turnover of 
Deposits as a Measure of Business Activity,” Journal of the American Bankers 
Association, 1924, Vol. 16, pp. 471-473; and Snyder, Carl, “Business Cycles and 
Business Measurements,” Chapter VII, 1927, Macmillan Co., New York. 
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data for 141 identical centers have also been compiled on the 
basis of monthly totals, thus giving a continuous series. The 
data for “debits” are customarily segregated into two series, 
so as to show payments outside of New York City, and pay- 
ments in New York City. The reason for this lies in the fact 
that the latter series is overwhelmingly affected by financial 
transactions, which are not necessarily closely related to 
business. 


Fig. 41—Monthly Debits to Individual Accounts—140 Cities Outside 
New York (Adjusted for Seasonal Variation). 
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2. Bank clearings.—Bank clearings constituted one of the 
earliest barometers of business to be generally used by econo- 
mists. [hey are available in the Commercial and Financial 
Chronicle and its predecessor, The Public, as far back as 1875. 
Bank clearings reflect the effects of changes in business condi- 
tions, but they do not indicate accurately the amount of change. 
In the first place, they do not include all check transactions, but 
only those where the payee deposits checks in a different bank 
from the one on which the check is drawn. Furthermore, the 
series is subject to changes in the number of clearing banks 
from time to time. Both this and the former series are af- 
fected by changes in the price level; and also New York clear- 
ings are usually eliminated when attempting to measure purely 
business activity, because of the large amount of financial 
transactions consummated in this area. 

Reserve condition of New York clearing house banks.— 
The combined reserve position of New York banks, which 
is published weekly by the New York Clearing House Associ- 
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ation, indicates the surplus or deficiency in the reserves of 
member banks. This information is given at the close of busi- 
ness each Saturday. In view of the many temporary features 
that are reflected in the condition of New York clearing house 
banks, the combined reserve position will fluctuate considerably 
from week to week. During periods of market activity and 
rising stock prices the ratio will be low. Also, any abnormal 
demands from out of town banks for funds will immediately be 
reflected in this ratio. Thus, at times when corporations make 
quarterly dividend distributions or semiannual interest pay- 
ments, or when income taxes are payable, the ratio is likely 
to be affected. Large government disbursements will have a 
similar effect. Demand for funds by interior banks for pur- 
poses of crop movements will likewise reduce the ratio. At 
other times funds flow to New York banks and increase their 
reserves. The reserve position of these banks indicates the 
amount of funds that are immediately available for security 
operations. When there is an excess of reserves, call money 
is plentiful and call rates are low; when the reverse situation 
occurs, call money is scarce and rates move upward. 

Relation of Federal Reserve System to credit conditions. 
—Of more fundamental importance to the investor, however, 
is the condition of the Federal Reserve System, for here is re- 
flected the general credit situation of the entire country. An 
adequate interpretation of the data which are currently pub- 
lished in reference to operations of the Federal Reserve Sys- 
tem requires some understanding of the manner in which the 
system operates. This can be given here in outline form only. 
All national banks in the country and many state banks are 
members of this system. The Federal Reserve banks them- 
selves are purely bankers’ banks and do the bulk of their busi- 
ness with member banks, although, frequently, they buy a con- 
siderable amount of bills and acceptances in the open market.*® 

Operations of member banks: reports.—Member banks, 
of course, loan directly to customers on notes, either secured 
by collateral, or unsecured. The latter are known as commer- 





38 Open market operations of Federal Reserve banks are becoming of increas- 
ing importance as an artificial means of controlling current interest rates. When 
it is desired to raise rates the Federal Reserve banks reduce their holdings of 
bills and securities. Conversely, when it is desired to lower rates the banks 
enter the market and purchase securities and bills. 
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cial loans. In addition to loans and discounts, member banks 
may invest part of their funds either in government bonds or 
in other securities. Member banks, however, must have some 
cash on hand in order to transact their normal day-to-day busi- 
ness, and are required by law to maintain balances on deposit 
with Federal Reserve banks equal to a certain percentage of 
their deposits outstanding. Such deposits constitute the only 
legal reserve requirement of member banks. The amount so 
required as legal reserve varies from 7 per cent of demand 
deposits in the case of country banks to 13 per cent for re- 
serve city banks. The items so far mentioned constitute the 
principal assets of member banks. On the liability side of the 
member banks’ statement, the following important items 
appear: deposits; demand; time; government; amounts due 
other banks; and rediscounts with Federal Reserve banks. 
Under the present system, member banks may increase their 
reserves by rediscounting notes held by them at the Federal 
Reserve bank in the district in which they are situated. This 
method of increasing reserves is generally delayed until made 
necessary by expanding needs for credit, however, for there is 
a certain reluctance on the part of banks in this country to 
rediscount. The table on page 817 shows the principal re- 
sources and liabilities of reporting member banks for the week 
ended February 21, 1928. 

Reports issued by Federal Reserve banks.—Before analyz- 
ing these figures, we shall consider briefly the statements issued 
by the Federal Reserve banks themselves. While a separate 
statement of resources and liabilities is issued weekly for each 
bank, the most significant report from our present standpoint 
is the combined statement for all banks. Under ‘‘Resources”’ 
the most important item is “Reserves.” With very minor ex- 
ceptions, the only legal reserve is gold. Bills discounted, bills 
purchased in the open market, and securities held constitute 
the next most important items, while other assets, such as 
checks in process of collection, amounts due from other banks, 
and premises cover remaining assets as listed under the head- 
ing “Resources.” Under “Liabilities,” the most important 
items are Federal Reserve notes in circulation and deposits. 
In order that the student may be familiar-with the combined 
statement as customarily issued each week by the Federal Re- 
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serve Board, data for the week ended February 29, 1928, and 
for the corresponding week in 1927, are presented below: 


COMBINED RESOURCES AND LIABILITIES OF THE FEDERAL 
RESERVE BANKS 


(As at the Close of Business, Feb. 29, 1928) 


Resources 


Gold with Federal Reserve agents........... 
Gold redemption fund with U. S. Treasury... 


Gold held exclusively against F. R. notes.. 
Gold settlement fund with F. R. Board....... 
Gold and gold certificates held by banks..... 


otal gold’ KEsenvess rer. condo cole pect 
Resetvesvother thany gold. ccc... sceieiisinns 


Total reserves 
Nonreserve cash 


SPOON UEC SINC OCMC sCnr) 1) CONTE Cnr Bea 


Bills discounted: 


Secured by U. S. Government obligations. . 
Othermbills discounted. 27482. setulae =o. 


Bonds 
Treasury notes 
Certificates of indebtedness............... 


Total U. S. Government securities......... 
Otherssecuritiess (62 1012)nct. accent ete 


Total bills and securities (see notle)...... 
Goldigheldmabroad etaagie cro sits sserucke alo lars 
Due from foreign banks (see note)......... 
Uncollected items 
Bank premises 

PAI O PD EL ATESOUIGCES 5... -ristsios> softs 6 sym oLetstere 


a ee eC ee re Se 


Total resources 


Liabilities 
F. R. Notes in actual circulation........ eS O3 


Feb, 29, 1928 


$1,388,957,000 
45,952,000 


1,434,909,000 
752,529,000 
620,932,000 


2,808,370,000 
165,931,000 


2,974,301,000 
70,296,000 


306,405,000 
186,163,000 


492,568,000 
343,759,000 


55,610,000 
206,03 6,000 
145,956,000 


407,602,000 
1,000,000 


567,000 
614,520,000 
59,064,000 
11,168,000 


$4,974,845,000 


$1, 588,238,000 


Mar. 2, 1927 


$1,534,183,000 
43,204,000 


1,577,387,000 


63 3,998,000 
770,201,000 


2,981,586,000 


162,328,000 


3,143,914,000 
66,755,000 


248,483,000 
186,161,000 


434,644,000 
289,023,000 


58,888,000 
94,687,000 
157,399,000 


310,974,000 
2,000,000 


1,036,641,000 
659,000 
693,213,000 
58,381,000 
12,735,000 


$5,012,298,000 


$1,716,956,000 
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Feb. 29, 1928 Mar. 2, 1927 
Deposits: 
Member banks—reserve account.......... . 2,374,515,000 2,231,271,000 
Governments sere senorita cee) reletavete acre 27,917,000 35,265,000 
Foreign banks (see mote) ?...........++:- 6,044,000 4,929,000 
Other edeposits mcrvetue -reieleieie tolerate) steak aie 17,129,000 18,116,000 


Total deposits 


eee eee emer reer ere eres eseee 


2,425,605,000 





2,289, 581,000 


Deferred availability items ...........-....- 579,520,000 639,342,000 
Capital Bpaiderinunrm.tictaetm arteries creer ae 136,592,000 126,788,000 
SUAINS socotbcnncondcoemosnbomodanguoeseoe 233,319,000 228,775,000 
Allgothersliabilitiess. 2 7. settee eee 11,571,000 10,8 56,000 


Total liabilities 


ee 


$4,974,845,000 





5,012,298,000 


Ratio of gold reserves to deposits and F. R. 


note liabilities combined ............... 70.0% 74.4370 
Ratio of total reserves to deposits and F. R. 

note liabilities combined ............... 74.1% 73.5% 
Contingent liability on bills purchased for 

foreign correspondents ............-.--- $238,817,000 $95,834,000 


Federal Reserve credit and business conditions—Our 
next interest lies in the interpretations that may be placed on 
changes in these accounts and the relation of such changes to 
business conditions. Starting first with the accounts of the 
member banks themselves, we find that an expansion in busi- 
ness activity is first registered by an increase in “all other loans 
and discounts.” If this expansion is accompanied by an in- 
crease in speculation, it is probable that “loans and discounts” 
secured by collateral will also increase. Investments, on the 
other hand, often may decrease at such times, for an active 
demand for loans to be used for commercial or business pur- 
poses requires the release of funds previously used for the 
purchase and holding of securities or an increase in the amount 
of bank credit in circulation. 

Loan deposit ratio—The relation between loans and dis- 
counts and deposits furnishes one index of the extent to which 
the resources of the bank are being utilized. During expand- 
ing business, loans increase and deposits decline, in view of an 
increased demand for funds to be used for business purposes. 
The converse tendency is noted when business declines. It is 
generally recognized that, when the ratio of loans and dis- 
counts to deposits increases above 100 per cent, business con- 
ditions are in a period of expansion, and that the short time 
outlook is for higher rather than lower money rates. In fact, 
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there is a definite relationship between cyclical changes in the 
ratio of gdoans and discounts to deposits and short time inter- 
est rates, especially for New York clearing house banks.** 

If the demand for banking accommodation continues to 
grow and member banks find it necessary to increase their 
reserves at Federal Reserve banks the item “Borrowings from 
Federal Reserve banks’ will increase. A corresponding in- 
crease may be noted in the asset item, ‘Bills discounted,” 
appearing in the combined statement of the latter banks. The 
real test, therefore, of the extent to which Federal Reserve 
credit is being utilized at any time is found in the extent to 
which member banks are required to rediscount at Federal 
Reserve banks. Until rediscounting operations are extensively 
initiated, it is reasonable to suppose that no heavy strain is 
placed on the banking system. 

Combined condition of Federal Reserve banks: Federal 
Reserve ratio.—Since it is possible for member banks at any 
time to replenish their credit by rediscounting at Federal Re- 
serve banks, it is necessary to study the position of the Federal 
- Reserve banks themselves in order to get an accurate idea of 
the actual state of credit resources. The first significant test 
is the relation between reserves and notes outstanding, and 
deposits. Federal Reserve banks are required by law to main- 
tain at all times lawful reserves equal to at least 35 per cent 
of their demand deposits and 40 per cent of notes outstand- 
ing. The combined reserve, as the ratio of total reserves to 
_ deposits and notes outstanding is called, must, therefore, be 
- maintained somewhere between these two limits: that is, be- 
tween 35 and 4o per cent. During 1927 this ratio varied 
between 70 and 80 per cent, although, during the period of 
overexpansion following the War, the combined ratio went 
down nearly 40 per cent, which may be regarded as the theo- 
retical minimum. 

Excess reserves.—Somewhat analogous to this ratio is the 
amount of excess reserves held by Federal Reserve banks. 
This may be computed by taking from total reserves 40 per 
cent of notes outstanding and 35 per cent of deposits. The 
resulting figure indicates the lawful reserves held by Federal 





37 See Persons, Warren M., “Cyclical Fluctuations of the Ratio of Bank Loans 
to Deposits,” 1867-1924, Review of Economic Statistics, Vol. 6, No. 4, pp. 260-283. 
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Reserve banks which are not working at any given time. 
Every dollar of excess reserves in the vaults of Federal Re- 
serve banks has the power of enabling credit expansion 
through member banks of somewhere between $10 and $25, 
depending upon the form of the expansion. It is easily pos- 
sible that an expansion of 11 times excess reserves could be 
made at any time, if member banks were to rediscount freely.* 

Behavior of various items in combined statement and 
changes in business conditions—The behavior of various 
items in the combined statements of Federal Reserve banks 
occasioned by changes in business conditions are very much as 
would be expected. The periods of recovery and prosperity 
are marked by an expansion in note issue and bills discounted, 
while bills bought in the open market and securities held tend 
to decline. At least, notes and bills discounted expand, if 
sufficient demands for discounts are made by member banks 
at Federal Reserve banks. At the same time deposits of mem- 
ber banks increase. The combined reserve ratio, previously 
described, decreases in response to these movements. During 
periods of strain a maximum expansion is reached and further 
borrowing is usually discouraged by increases in the rates at 
which member banks may rediscount notes held by them. In 
1920, the year in which the system was put to a very severe 
test, the rediscount rates were as high as 7 per cent. During 
the depression which followed the crisis of 1920, rediscount 
rates were rapidly lowered. In fact, the rediscount rate in 
1924 dropped as low as 3% per cent. Since 1920, the Fed- 
eral Reserve Board and the governing boards of individual 
banks have more or less arbitrarily adjusted rediscount rates 
to prevent a recurrence of the 1919 and 1920 episode. The 
reserves at present held by the system are so abundant that 
an era of dangerous expansion could easily be financed 
before placing any great strain on our banking structure. 
In fact, at times, it has been difficult for Federal Reserve 
banks fully to employ their reserves without causing 
speculation in stocks and commodities with an accompany- 
ing advance in commodity prices.** Such changes, therefore, 





38 See Persons, Warren S., “The Basis for Credit Expansion under the Federal 
Reserve System,” Review of Economic Statistics, Preliminary, Vol. 2, pp. 21-27. 
8° Daily average of excess reserves, computed on the basis suggested on p. 821, 
amounted to about $1,400,000,000, Jan. 1, 1928. Since 1922 they have averaged 
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as have occurred in rediscount rates have resulted from a de- 
liberate policy rather than from the working of the normal 
laws of supply and demand. If, at some subsequent date, a 
better distribution in the world’s supply of gold is effected, and 
the large amount of gold now held by Federal Reserve banks 
is either utilized through a normal growth in business or to 
meet adverse trade balances, the condition of the Federal Re- 
serve System-should prove a much more sensitive barometer 
of changes in credit conditions than during the past six years. 
For the present, however, the statistical position of the sys- 
tem is useful only when employed to measure relatively the 
extent to which business is expanding or contracting.*® At no 
time in the immediate future is it likely that reserves will be 
reduced to the danger point. 

During periods of financial strain and industrial crises the 
liquidation process that takes place results in reducing notes in 
circulation, deposits, and bills discounted for member banks. 
The reserve ratio advances, and, during the latter part of this 
movement, Federal Reserve banks seek employment for their 
resources through purchase of securities and particularly by 
purchasing bills in the open market. 

Regularity of fluctuations in business conditions—business 
cycles.—The reader who examines with any care the various 
charts which were presented in the preceding part of this 
chapter will undoubtedly be impressed by the regularity with 
which so-called cyclical movements take place in nearly all 
series. It has long been recognized that economic conditions 
are far from static. For years economists have observed 
the rise and fall of commodity prices, the expansion and con- 
traction of markets, the rise and fall of production, and the 
advance and decline of interest rates. The recent progress in 
statistical technique and the greater interest in the relation 





between $1,250,000,000 and $1,500,000,000. The reason for this situation is to 
be found partly in the large amounts of gold received from European nations 
during the War and impounded in the Federal Reserve banks. 

40 Here attention must be paid to increases or decreases in the gold supply 
of this country. During periods of influx, gold finds its way, for the most part, 
into the reserves of the Federal Reserve banks. Conversely, a net outflow 
results in a loss of gold to the Federal Reserve banks. ‘This, of course, affects 
the reserve ratios. One must also consider the extent to which gold is used 
in circulation by means of gold notes. It may be possible at any time to replace 
gold with Federal Reserve notes for circulating purposes, thus increasing gold 
reserves. 
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between economic changes and business conditions has led to 
the discovery that these changes are not chaotic, but that they 
recur in well defined and regular cycles. According to studies 
made by the Harvard Committee on Economic Research each 
cycle is characterized by the occurrence of five distinct phases. 
These phases and the order in which, ordinarily, they develop 
are as follows: 


Depression. 
Recovery. 
Prosperity. 
Financial Strain. 
Industrial Crisis. 


Wm BR ODN 


Phases of the business cycle—depression.—The first phase 
—depression—is marked by low security prices, both stock 
and bond, as well as by a small volume of speculation and de- 
clining interest rates, due in part to contraction of business 
and increasing bank reserves. The accompanying dullness in 
stock market speculation and the contraction of industry 
causes a shrinkage in the demand for credit and the resulting 
accumulation of large idle funds in the banks of the country. 
Quite naturally an excess in funds and low interest rates stim- 
ulate the purchase of high grade bonds, whose prices declined 
during the previous period of high interest rates. A forward 
movement in bond prices marks the end of this period. 

Activity in the stock market and in general business condi- 
tions continues at a low ebb for some time after bond prices 
start to move. Sooner or later, however, excessive liquidation 
in stocks ceases and shrewd investors start to buy high grade 
investment stocks which have been forced to prices below their 
actual worth. . 

Recovery.—After the advance in stock and bond prices con- 
tinues for several months, business confidence gains and the 
period of recovery sets in. Industrial output increases, par- 
ticularly as a result of the previous liquidation which has de- 
pleted stocks of goods in the hands of dealers. Merchants 
begin to restock and this results in expanding production, 
prices, and profits. The impetus given to the stock market 
as a result of easy money in the previous cycle is augmented 


by the feeling of prosperity which develops during the period 
of recovery. 
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Prosperity.—The forward movement in both bond and stock 
prices continues to gain momentum. Sooner or later, however, 
interest rates advance. The*primary cause for this is the in- 
creasing demands placed on the banks for funds to be used 
in expanding business activity and security purchases. The 
major advance in interest rates which starts at this point in- 
augurates a period of decline in the bond market, and at this 
juncture the period of prosperity may be considered as estab- 
lished. 

The stock market, however, continues its advance. Public 
participation becomes widespread and borrowing at the banks 
for security purchases increases. Similarly, there are further 
demands for funds to be used in business operations. This 
eventually results in further advances in interest rates, closer 
scrutiny of loans, and a hesitancy in the stock market. The 
beginning of a major decline in stocks marks the end of this 
period. 

Financial strain—Although the beginning of a major de- 
cline in the security market generally starts at the end of the 
period of prosperity, business activity continues to expand and 
commodity prices to advance well into the period of financial 
strain. Speculation in commodities, heavy forward buying, 
the accumulation of large inventories at inflated values aug- 
ment the strain on banking facilities. Interest rates advance 
further, production costs advance out of proportion to prices, 
and attempts to maintain a proper margin between costs and 
selling prices by advancing prices are met by consumer resist- 
ance. 

The banks, recognizing the generally unhealthy business 
structure at this point, shut down on new loans and call out- 
standing loans. Business men are forced to make price con- 
cessions to improve their cash position. Liquidation in com- 
modities starts and markets become unsettled. The expecta- 
tion of a shrinkage in trade encourages cancellations, and price 
cutting becomes the order of the day. 

Crisis.—The final phase of the cycle is characterized by con- 
tinued liquidation in security markets and commodities. The 
intensity of the latter, however, is governed largely by the ex- 
tent to which the credit system was strained. Liquidation may 
be orderly, as during the industrial crises of 1903 and 1910, or 
drastic, as in 1907 and 1920. This period, which is marked 
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by active liquidation, is generally of short duration and merges 
with the period of depression, which we considered phase 1.*" 
Cyclical movements in business 1903 to 1914.—The fol- 
lowing chart will show the characteristic behavior of specula- 
tive, business, and banking conditions from 1903 to 1914:*° 


Fig. 42.—The Harvard Index of General Business Conditions, 1903-1914. 
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In the preceding chart curve A represents the course of 
speculation, curve B business conditions, and curve C the credit 
and banking conditions. It is interesting to note the con- 
sistency with which the speculation curve anticipated move- 
ments in the other two curves during this period. Similarly 
movements in business conditions, or curve B, anticipate 
movements in curve C.** 





41 For a more complete discussion of the business cycle see Persons, Warren 
M., “A Non-Technical Explanation of the Index of Business Conditions,” in 
Review of Economic Statistics, Preliminary Vol. II, February 2, 1921, p. 30 ff. 
See also Presley, Fred Y., “The Economic Cycle, Its Application to Buying, 
Selling, Production, Investments,” published by Committee on Economic Research, 
Harvard University. 

42'The method used in constructing the three curves in this chart and the 
series upon which they were based are explained in Professor Persons’ article 
just referred to. The post-war series, presented on the following page, first 
appeared in Monthly Supplement to the Review for July, 1919, p. 6. This index 
was continued in the form there described until May, 1923, when it was replaced 
by a revised post-war index of general business conditions. See Review for 
July, 1923, pp. 187-195. There were minor revisions at the beginning of 1924 
and in April, 1925. The next revision in the post-war index took place in 
March, 1926. See Review for April, 1926, pp. 64-68. An excellent article on 
“The Construction and Interpretation of the Harvard Index of Business Con- 
ditions,” by Bullock, C. J., Persons, W. M., and Crum, W. L., appears in the 
Review for April, 1927. Subsequent revision of Curve A, “Speculation,” is 
described in the Review, July, 1927, pp. 116-120. oe 

43'We will subsequently consider the use of these three curves for the pur- 
pose of forecasting business movements. See p. 868. 
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Post-war tendencies.—During the post-war period, 1919 
to 1926, the same characteristic tendencies continued. In 
1919 a rapid upward movement in the business or B curve 
occurred, which was anticipated by an upward movement in 
speculation. During the early stages of this upward move- 
ment money rates and credit conditions were favorable. The 
culmination of the period of prosperity is noted at the close 
of 1919, and, in 1920, the period of financial strain was in- 
dicated by rapidly advancing interest rates. The period of 
crisis occurred about the middle of 1920 and continued until 
about March, 1921. During this period stock prices fell 
rapidly, business activity declined sharply, and money rates, 
after reaching a peak during the latter part of 1920, likewise 
declined. The following period of depression lasted until the 


Fig. 43.—The Harvard Index of General Business Conditions, 1919-1925 
(Presley, F. Y., “The Economic Cycle; Its Application to Buy- 
ing, Selling, Production, Investments,” Cambridge, Mass., Har- 
vard University Press, 1925). 
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first part of 1922. Following the advance in stock prices in 
1921, business activity started to increase in 1922, and, 
shortly, phase 2—recovery—was well under way. This 
period of recovery quickly merged into a period of prosperity 
that culminated in the early part of 1923. Following this 
was a period of strain and crisis less severe than that of 1920 
and 1921 and of shorter duration. In the latter half of 1923 
a period of advancing stock prices began that carried stocks 
to very high levels in 1926. Business, on the other hand, 
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remained fairly uniform, although the main tendency was 
upward. Interest rates sank to very low levels in 1924 and 
have recovered only moderately since that time. It would ap- 
pear that the abnormally large reserves of the Federal Re- 
serve System had somewhat upset the previous significance of 
the credit situation as an index of business activity. At no time 
since the depression of 1920 and 1921 has the credit situation 
been strained. Such changes in interest rates as have occurred 
have been moderate and have resulted from the deliberate 
policy of the Federal Reserve Board in advancing rediscount 
rates when speculation in commodities appeared imminent 
rather than from abnormal credit demands in relation to bank- 
ing resources. The chart on preceding page shows the behavior 
of the three series used in the Harvard Service for the period 
from 1920 to March, 1925, inclusive. 

Summary.—In the present chapter we have laid the founda- 
tion for a more detailed analysis of the relation of security 
prices to various changes in the business cycle. Our work so 
far has been introductory to our main interest—security price 
movements. We know that security prices do move with 
changes in business activity and interest rates. The first prob- 
lem, therefore, was to study methods for measuring changes 
in business and economic conditions, and the characteristic be- 
havior of cyclical movements in these conditions. This we 
have aimed to accomplish in the present chapter. The follow- 
ing chapter will be devoted entirely to an analysis of security 
price movements, after which we shall discuss briefly several 
different systems of business forecasting. 


CHAPTER XXXI 


INVESTMENTS AND THE BUSINESS CYCLE—A 
STUDY OF: MOVEMENTS IN SECURITY PRICES 


Types of movements; daily fluctuations.—The first impres- 
sion that one obtains as he approaches the practical field of 
investment is that price movements are uncodrdinated and 
illogical. In so far as the welter of daily or hourly fluctuations 
is concerned, they are. An hour or a day spent in the trading 
or board room of any brokerage house, where the actual prices 
cf listed securities are recorded immediately after each 
t-ansaction, is interesting but not especially instructive. The 
prices of some securities will be seen to advance, while others 
decline, depending upon the immediate temper of the market. 
Reversals occur almost at the same point of time. Trading 
changes from one group of securities to another, and so on. 
Nor is the net result of a given day’s trading of much greater 
significance. It is true that, by reading the financial page of 
any of the larger metropolitan dailies, one gets a somewhat 
more orderly account of the day’s trading. Here will be 
eiven the high, the low, and the final prices of all listed securi- 
ties and some of the more active unlisted ones, as well as the 
net changes in price as compared with the closing prices for 
the previous day. In addition to prices for individual securi- 
ties, the more important papers publish daily averages which 
show the average movement in selected groups of securities. 
Most of these averages are so arranged as to show the daily 
movement of industrial stocks, railroad stocks, and high grade 
bonds.?. An isolated study of these averages is also more or 
less confusing, in that advances and declines will be registered 





1The New York Times publishes daily the average movement of 25 indus- 
trials, 25 rails, and 50 stocks combined, as well as one average for bond prices. 
The Wall Street Journal publishes the Dow-Jones averages, which are based on 
20 industrials, 20 rails, and ro bonds. The Standard Statistics Company pub- 
lishes daily averages for industrials and railroad stocks. 
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in respect to daily price changes quite irrespective of the 
broader movements that may be in evidence at any given time. 

Major and minor cyclical movements.—Despite the some- 
what erratic changes that are constantly taking place in the 
prices of all securities, it has long been observed that broad 
cyclical movements in prices occur. For months the general 
price tendency of a given group of securities will bé upward. 
True, the daily averages may not move upward consistently, 
yet, if one were to plot a curve of daily prices and run a line 
through it in such a way that the areas above and below the 
curve were equal, he would find a distinct and even upward 
slope. Sooner or later, however, a reversal in trend occurs 
and the general movement proceeds downward, although for 
some days or even weeks the averages may be up. 

These broad swings are, in fact, almost invariably accom- 
panied by minor movements of a reverse nature that stand 
out clearly in contrast to the confused daily movements. Thus, 
during a long bull market in stocks, there will be pronounced 
temporary reactions. Likewise, during a bear market, there 
will be temporary advances in prices of a rather pronounced 
nature. ‘These minor movements generally result from the 
technical condition of the market at any given time and are 
more or less independent of those underlying economic forces 
that generate cyclical movements. 

Secular trends.—A complete cycle in security prices may be 
said to comprise two movements, the one upward and the 
other downward, although at the end of the completed cycle 
it is by no means true that prices are brought back to’ exactly 
the same level from which they started. There is, in fact, still 
a fourth movement that is often present in the case of security 
prices as well as in other economic phenomena which is known 
as “secular trend.” The existence of such a movement is often 
discernible in the case of bond prices, as well as in the prices 
of various “groups of stocks. The direction of this trend is 
generally determined by fundamental economic changes that are 
basically related to gold in circulation, commodity price move- 
ments, and interest rates. 

Security prices, absence of seasonal movements in.—Con- 
trary to popular belief, there is no pronounced seasonal move- 
ment in the case of security prices. The reason is not hard to 
seek. If it were determined that stock prices always advanced, 
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or were likely to advance during any particular month, investors 
and speculators would certainly anticipate such a rise by buying 
before it was scheduled. This very action on the part of buyers 
would advance the market before the time for the seasonal 
advance was predicted to occur. Similarly, if stocks were 
destined to move downward at specified times of the year, a 
selling movement would anticipate the seasonal decline and 
hence upset all calculations. The movement of the prices of 
stocks and bonds is dependent on basic changes in economic 
and business conditions and not on the passage of the seasons. 

Securities, division of.—It is not only possible but desirable, 
in discussing security price movements, to divide securities into 
certain groups on the basis of their reaction to fundamental 
changes in business conditions. This is necessary, for the rea- 
son that not all types of securities move in unison (witness the 
movement of railroad and industrial stocks during the period 
from 1918 to 1926). The following chart ? will illustrate the 


_Fig. 44.—Comparative Movements of Railroad and Industrial Stock 


Prices. 
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This chart shows the fluctuations in railroad and industrial stock prices (as measured by the Standard Statistics 
Co.'s Stock Price Index Numbers) from the beginning of January, 1918, tbrough January 11, 1926. 
ii 





point at issue. Thus, during the year 1919, and during the 
first part of 1920, railroad stock prices moved downward at 
a time when industrial stocks were advancing. From 1921 to 
1925 movements in both series were very similar. During the 





2 From Annual Statistical Bulletin, through the courtesy of the Standard Sta- 
tistics Company. 


832 INVESTMENT PRINCIPLES AND PRACTICES 


latter part of 1925, however, industrial shares advanced more 
rapidly than did rails. The price of a common stock, such 
as that of the United States Steel Corporation or of Sears 
Roebuck, will increase in value when commodity prices rise, 
for the obvious reason that, during a period of rising prices, 
the profits of such concerns are increased, or, at least, main- 
tained, while the replacement value of plants, fixed assets, and 
inventories rise. Bonds of the United States Steel Company, 
on the other hand, may or may not increase in value during 
such a period. If it so happens that interest rates are advanc- 
ing, as frequently happens when prices are on the up grade, 
due to the greater credit needs of business organizations, then 
the price of high grade bonds will tend to decline, in order 
that the effective yield thereon may be made to move in sym- 
pathy with interest rates. 

Bonds are credit obligations and their yield is simply an 
expression of the current rate of interest received by the pur- 
chaser. If the open market rate of interest is 6 per cent, the 
market prices of the best grade of investment bonds could 
scarcely be so high as to cause the average yield on such bonds 
to remain at 4 per cent. Prospective purchasers would prefer 
to invest in short term paper at the higher yield, with the 
result that bond prices would be forced down until their yields 
were in closer relationship with current interest rates, although 
by no means necessarily equal to such rates.* Furthermore, 
during periods of advancing commodity prices, the purchasing 
power of bonds, both principal and interest, decline. It would 
be logical during such times that interest rates should increase 
to a point sufficiently high to offset the loss in purchasing 
power caused by falling prices. We are indebted to Professor 
Fisher for the suggestion and statistical proof that when, for 
any reason, commodity prices begin to rise, interest rates ad- 
vance, but not fast enough to offset the decline in the pur- 
chasing power of the principal and the interest caused by the 
rise of prices.* In any event, it is apparent that no necessary 








* The relation of bond prices to interest rates will be more fully discussed 
on p. 844. 

4 See Fisher, Irving, “The Purchasing Power of Money” (New York, Macmil- 
lan, 1911 and 1922), Chapters IV and XI. See also Moody’s Magazine, Febru- 
ary, 1909, pp. 110-114. Professor Fisher at that time suggested an explanation 
of the business cycle, based on the assumption that this lag enabled business 
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relationship exists between movements in the prices of these 
two types of securities. Our first step, therefore, will be to 
divide or to classify securities into groups, which, at least, 
tend to respond in like manner to the same changes in business 
and credit conditions. 

Group One.’—Our first group will consist of securities which 
are benefited by rising commodity prices and increased busi- 
ness activity to such an extent that these factors are the major 
items governing the direction of their trend. It is true that 
interest rates have an effect on all security values to the extent 
that the “carrying charges” are increased when interest rates 
advance, and are reduced as interest rates fall. Yet, in con- 
nection with the group we are discussing, the effect of inter- 
est rates is subordinate to that of the direction and the rate 
of change taking place in commodity prices and the state of 
business activity. During periods of prosperity, securities in 
this class offer a return to holders in the form of larger earn- 
ings and dividends which more than compensates them for 
such higher carrying charges. In this group must be placed 
all common stocks of industrial corporations as well as bonds 
and preferred stocks that are not sufficiently secured to war- 
rant dividend or interest payments during periods of low 
profits. In other words, some bonds are so well secured that 
a temporary recession in profits raises no doubt as to the 
prompt payment of interest or principal as due. In the case 
of other securities, the margin of earnings over interest or 
dividend requirements may be so small during good years that 
a recession in earnings seriously threatens the position of the 
bond or the stock. In such cases, value will undoubtedly re- 
spond to precisely the same factors as influence stock prices, 
whereas bonds of the first class will move in sympathy with 
money rates and credit conditions instead of directly in sym- 
pathy with profits. 





men, who are large borrowers, to increase their profits and hence prompted them 
to increase their borrowings. In this way credit circulation is increased and 
prices further advanced, thus encouraging further borrowing, until, finally, an 
era of overexpansion results with doubts as to the solvency of some large con- 
cerns. A reversal in movement then starts. Here prices drop more rapidly 
than interest rates, causing small profits and discouraging business operations 
still further. 

5 The classification here suggested follows the grouping made by Ray Vance 
in “Business and Investment Forecasting,’ Chapter VI, 1925, Harper & Bros., 
New York. 
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Group Two.—Our second group of securities will include 
those that are benefited by falling commodity prices and 
damaged by rising prices; but which, nevertheless, may profit 
more as a result of rising prices, on account of the greater 
volume of business that results, than they are damaged 
through the advance in operating costs so brought about. Or, 
conversely, while such securities may be benefited by falling 
prices, per se, the decline in business activity which often 
accompanies falling prices may more than offset the advan- 
tages accruing from the latter. The best examples of such 
securities are the common stocks of all railroad and public 
utility companies, and the preferred stocks and bonds of such 
utility and railroad companies as are unable to offér adequate 
security in the form of earnings and assets during periods of 
depressed earnings. Such companies are restricted in the 
matter of rates by government control, and the process of 
changing rates to meet advancing costs is slow and tedious. 
It may happen, as we have already seen in the case of our 
railroads, that a high state of business activity is inadequate to 
increase earnings of this group in the face of advancing costs. 
In practice, therefore, this group of securities may or may not 
move in sympathy with Group One, depending on the relative 
influence of prices. ’ 

Group Three.—In the third group we shall include high 
grade bonds and preferred stocks whose principal and income 
is limited, on the one hand, and definitely secured on the 
other. Such securities do not respond to increases in profits 
as do the securities of Groups One and Two, for their charges 
are amply secured. Large profits, therefore, mean no larger 
or surer return to the holder. So far as the relation of this 
class of securities to commodity prices is concerned, it is readily 
seen that their holders will be damaged by rising prices and 
benefited by falling prices, in as much as the return thereon 
is expressed in terms of dollars whose purchasing power in- 
creases during periods of falling prices and decreases when 
prices rise. It is also true that the prices of securities in this 
group tend to fluctuate in sympathy with money rates: rising, 
when money rates are declining; and falling, when interest 
rates are advancing. 

Group One, cyclical movements of prices of securities in. 
—We are now prepared to discuss somewhat more fully the 
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relationship between business and banking conditions and 
cyclical changes in prices of the various classes of securities 
that were set up in the previous analysis. While it is true 
that the situation in various industries may differ in respect 
to their responsiveness to general changes in fundamentals, 
with the result that some lines of industry are more, and others 
are less, prosperous than might be indicated by a study of 
general indices of activity, it is, nevertheless, true that indus- 
trial stocks as a class are highly responsive to changes in 
business activity. Common stocks, in particular, of industrial 
concerns, as well as inadequately secured preferred stocks and 
bonds, are benefited by rising prices and injured by falling 
prices, not only because of the effect of prices on profits, but 
also because of the fact that business activity is generally more 
favorable during periods of rising prices than during periods 
of falling prices. As we would expect, fluctuations in the 
prices of securities in this group are, therefore, more closely 
correlated with changes in business activity than are those of 
any other group. The following two charts show the relation- 
ship between price changes in industrial stocks and business 
activity for a period of over forty years: ° 


Fig. 45a.—The Stock Market as a General Business Forecaster. 
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6 These charts are taken from the Annalist, August 13, 1926, pp. 204, 205. 
The shaded areas represent the monthly high and low prices of ro industrial 
common stocks for the years 1883 to 1914 and thereafter 20 industrial stocks. 
The smooth curve is based on 4 series of statistics: freight traffic, bank clear- 
ings, imports of merchandise, and pig iron production. Each series, of course, 
has received the necessary Statistical treatment to remove seasonal variation 
and long time trend in order to bring out cyclical movements only. 
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Fig. 45b.—Critical Examination of the Period from 1884 to 1926. 
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The correlation between cyclical movements in business and 
in industrial stock prices is seen to be very close. During the 
entire period covered there were fourteen complete cycles 
noted in stock prices. The turning points in these cycles either 
preceded or followed corresponding turns in business by a 
very short period.*. The various points at which permanent 
changes in direction took place in the two curves and the dif- 
ferences in time between the turning points on the two curves 
may be summarized as follows: ® 


MoNTHs IN WHICH UPSWINGS MoNTHs IN WHICH DOWNSWINGS 
IN STOCKS AND BUSINESS BEGAN IN STOCKS AND BUSINESS BEGAN 
No. No. 
A B Mos. A A B Mos. A 
Stocks Business precedes Stocks Business precedes 
B B 
February, 1885 March, 1885 1 June, 1888 Nov., 1888 5 
May, 1888 May, 1888 o August, 1890 Sept., 1890 I 
Dec., 189 May, 1891 —7 February, 1893 May, 1893 3 
1892-5 omitted July, 1894 =. sept. 1895 Nov., 1895 2 
June, 1897 Noy., 1896 —7 Dec., 1899 March, 1900 4 
October, 1900 Nov., 1900 1 March, 1903 July, 1903 4 
July, 1904 Sept., 1904 2 January, 1907 July, 1907 6 
March, 1908 May, 1908 2 January, 1910 April, 1910 3 
March, 1915 January, 1915 —2 Nov., 1912 February, 1913 3 
February, 1919 May, 1919 3 Dec. 1916 June, 1917 6 
Sept., 1921 July, 1921 —2 Nov., 1919 August, 1920 9 
June, 1924 August, 1924 2 April, 1923 June, 1923 2 





7Except in 1891 and 1896, at which times there were abnormal conditions 
prevailing. See articles referred to in following note. 

8 Adapted from two articles appearing in the Anmalist, August 13, 1926, and 
August 20, 1926. “Stock Prices and Business Activity,” 1884-1926, by Emerson 
Wirt Axe and Ruth Houghton. 
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It is not the purpose to suggest here the extent to which 
turns in business activity may be used as a barometer to pre- 
dict changes in industrial stock prices, or vice versa. We shall 
subsequently give attention to certain theories of investment 
forecasting. At this point our main interest centers on the 
close correlation between the price movements of all securi- 
ties in Group One and business conditions. 

Stocks, movement of, with trends.—Despite the similarity 
in movement just noted, the investor, nevertheless, is justified 
in assuming that some stocks will move against the trend. 
The year 1926 was one of exceptionally high prices for most 
industrial stocks, yet cotton textile stocks in that year were 
lower than at any time since the depression of 1920 and 1921, 
and many textile stocks were even lower in 1926 than in 1921. 
In other words, this entire industry failed to follow the gen- 
eral trend of business activity. 


Fig. 46—Movement in Prices of 5 Textile Stocks, 201 Industrials, and 
Cotton Goods Prices, 1918-1925. 
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Standard Statistics—Annual Bulletin. 


The same may be said of sugar companies during the post- 
war period. Earnings in this group, as well as stock prices, 
rallied somewhat from 1921 to 1923, but since that time world 
overproduction of sugar has forced prices to the point where 
the Cuban companies in particular have done very poorly. 
Consequently, sugar stocks failed to participate at all in the 
great bull market of 1924 and 1925. 
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Fig. 47.—Movement in Prices of 6 Sugar Stocks and 201 Industrials. 
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On the other hand, stocks, such as those of the larger steel 
companies, merchandising companies, retail and chain store, 
and, to a somewhat lesser extent, of automobile companies 
inevitably fluctuate at all times in close sympathy with general 
business conditions. ‘The reasons for this, of course, go back 
to the relationship which the services of such concerns bear 
to our entire economic structure. Nearly all manufacturing 
industries use steel in one form or another in their processes. 
The same applies to the building industry and the railroad 
industry, both of which are large users of steel. The diagram 
on the following page ® indicates the distribution of steel among 
different industries. 

In view of the basic nature of the steel industry, therefore, 
it is inevitable that prosperity in a number of different indus- 
tries should be reflected in large steel consumption, and, hence, 
in prosperity for steel companies. Merchandising companies 
likewise do well when the purchasing power of the com- 
munity is high, which, in turn, results from activity in basic 
industries and rising commodity prices. In other words, the 
small investor who wishes to take advantage of the swings in 
stocks which accompany movements in fundamental business, 
and who, because of limited resources, cannot get a sufficiently 
wide distribution of stocks to permit the law of averages to 





*From the Cleveland Trust Company Business Bulletin, Vol. 7, No. 1. 
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work, should select a few basic or pivotal stocks and confine 
his commitments to these. 


Fig. 48.—Uses of Finished Steel in Four Years (Unit, 1,000 Tons). 
20 
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The large investor, on the other hand, can effect a wider 
distribution among his commitments and still get the advan- 
tages of average movements, at the same time concentrating 
to some extent in those industries which are in the strongest 
position in basic fields of production. A comparison of the 
fluctuations recorded in the table on following page will show 
the close relationship between fluctuations in U. S. Steel and 
market movements. 

Nevertheless, the importance of general market movements 
is not to be overlooked. During the past quarter century there 
has been a great increase in the number of stocks actively dealt 
in on the exchanges, involving the introduction of securities 
of new groups of enterprises, such a motors, tire companies, 
chain stores, and moving picture houses. Trading has like- 
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wise been expanded so that transactions are now frequently 
recorded in as many as 600 issues, whereas, in 1900, fifty stocks 
comprised the active list. Despite this tendency, however, 
there is still nearly the same uniformity in price movements 
as formerly. 


HIGH AND LOW POINTS OF 25 INDUSTRIALS AND U. S. STEEL 


New York Times * U. S. Steel 


LOVG LOW. soleil ere 86.60 July 79.75 March 
TO NO mLES Ntercie peer aero 119.13 Nov. 129.75 Nov. 
OPO AION Mir erect rade gist oc 62.81 Dec. 79.50 Dec. 
TOUS EIS DS recieves eeietne teas 99-74 Jan. 136.63 May 
ORCL! SE omumnlgwnounoo cdo 71.31 Jan. 86.50 March 
TOLS*) Mich sere ee 91.55 Oct. 116.50 August 
1919 LOW — cc ieee 80.37 Feb. 88.25 Feb. 
1919) High Wee chee eas 138.12 Nov. 115.50 July 
TOZOMLOW y peideavcr cian eens 76.55 Dec. 76.25 Dec. 
TOZO=NION), ea asthe catmtrrerene 129.83 April 109.00 Jan. 
TO2TALOW! | Soden naacce ee 66.24 August 70.25 June 
TO2T Highs. ..)2.2 seo sree 90.60 May 86.50 May 
1922 Low; V4. saecemeooe secrete 79.86 Jan. 82.00 Jan. 
1922. ELGhy cjarctiecad teeter 116.24 Oct. 111.50 Oct. 
1923 LOW: .ode own acrsamemeee 99.05 Oct. 85.50 July 
1923 sELIo hacen cies eee 118.44 March 109.63 March 
Toz4 Low Shuscancs eee 103.26 April 94.25 June 
TO2A LICH: xeon ee 135.11 Dec. 121.00 Dec. 


* From the New York Times average of 25 individuals. 


The diagram accompanying the price curve (Fig. 49) was con- 
structed as follows: the price movements of each year were 
tabulated so as to show in which month each stock reached 
its highest quotation, and, in which, its lowest. If there had 
been in any one year such a degree of uniformity of movement 
that all the issues had recorded their highest prices in one 
of the twelve months, and all had reached their lowest prices 
in another single month, the result would have been considered 
to constitute 100 per cent uniformity. Such uniformity failed 
to be shown, however, in any year, although as high as 82 per 
cent was shown in the year 1903 and over 83 per cent in 1907. 
Tt is interesting to observe that prices of stocks tend to move 
in unison to a much higher degree during periods of declining 
prices than during periods of rising prices. On the other hand, 
there was only a slight tendency during the latter part of the 
period studied toward less uniformity in movement than at 
the beginning of the period. 
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Price movements of Group Two 1n different phases of busi- 
ness cycle——The important characteristic of securities in 
Group Two is the fact that the issuing companies are adversely 
affected by rising prices, per se, and benefited by falling prices, 
so long as business conditions are not too greatly changed at 
the time such movements take place. On the other hang, were 
prices to remain fairly constant, this group would be affected 
in the same way as securities in Group One by changes in busi- 
ness activity. It is always a question, therefore, whether the 


Fig. 49. 
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effect of price changes, which, normally, are upward, and, 
hence, unfavorable for the group during periods of business 
activity, are sufhciently pronounced to overcome the advan- 
tages accruing from the latter. The essential reason why con- 
cerns whose securities come in this group are unfavorably 
affected by rising prices is because they are unable to advance 
the charges for their services as rapidly as general prices ad- 
vance. If, therefore, the phases of business recovery and 
prosperity are accompanied by only moderate price changes, 
this group of securities will act in very much the same way as 
securities in Group One. Likewise, during normal periods of 
strain, crises, and depression, the falling tendency in prices is 
not as a rule sufficiently pronounced to overcome the loss in 
business which occurs during such periods. For these reasons, 
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the prices of securities in both groups will tend to move to- 
gether for considerable periods of time. The following chart 
will show movements in the Dow-Jones averages for industrial 
stocks—Group One—as compared with the average move- 
ments of 20 railroad stocks—Group Two—for the period 
from 1897 to 1926, inclusive.” 





Fig. 50.—The Dow: Jones Averages Since 1897. 
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From 1897 to 1915 the direction of price changes in both 
groups were closely correlated, even though at times one group 
may have risen or fallen at a more rapid rate than the other. 
Thus, from 1897 to 1899, both curves moved upward—indus- 
trial stocks advancing from an average of around 40 to slightly 
over 75. Railroad stocks rose from about 50 to about 87. 
A slightly more drastic decline took place in industrials than 
in rails during the year 1900. From 1900 to the first part 
of 1903 no pronounced movement is noted in industrial stocks, 
while a very pronounced rise in railroads brought the average 
here up to 130 during the latter part of 1902. Speculation 
in railway shares, it will be recalled, ran high during the first 


10 Taken from Wall Street Journal, Feb. 1, 1927. 
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few years of the present century in sympathy with the great 
consolidations that were going on at that time. The decline 
in 1903 was likewise more severe in the railroad than in the 
industrial group. From 1903 to 1906 the movements of the 
two curves were very similar. The average for industrials 
rose from about 42 to slightly over 100, and for rails from 
go to nearly 140. The year 1907 witnessed a severe decline 
in both groups; but this decline was followed by a rapid re- 
covery, which lasted until the end of 1909. ‘Thereafter, the 
movements of both curves were less pronounced, although 
minor fluctuations occurred nearly simultaneously in both, 
From 1915 on, however, the situation was quite different. 
Railroad stocks failed to participate extensively in the rapid 
rise in industrials which occurred during 1915 and 1916, al- 
though both groups declined during 1917. The great bull 
market of 1918 and 1919 was not participated in by the rails 
at all, the average of these stocks actually declining during 
the latter part of 1919. The reasons for this situation have 
already been discussed at considerable length in Chapter XVIII. 
Briefly, the explanation is to be found in the very rapid rise 
in commodity prices and wages which occurred from 1916 on. 
The railroads, despite some advances in rates, were greatly 
handicapped by the fact that rates were not advanced as 
rapidly as costs. Or, looked at another way, the expansion in 
business which accompanied rising prices at this time was in- 
adequate to offset the injury done the railroads by advancing 
costs. The effect of government control from 1917 to March 
I, 1920, must also be considered, although lowered earnings 
were largely responsible for the decline in railroad stocks at 
this time. Since 1920, however, the situation in respect to 
railroad securities has been greatly improved. Prices of com- 
modities and labor were rapidly deflated during the depression 
of 1920 and 1921, and, since that time, have remained rela- 
tively constant. Production in basic industries from 1922 to 
1926 increased substantially, except during the first part of 
1922 and during several months of 1924. Car loadings have 
likewise shown a distinct upward trend during the period. The 
natural result of this situation has been a steady improvement 
in railroad earnings in this country and a corresponding ad- 
vance in the prices of railroad securities. In fact, the average 
prices of railroad common stocks during the years 1921 to 
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1926 closely paralleled movements in industrials. The 
1922 to 1926 period has, indeed, been subject to a set of cir- 
cumstances most ideal from the standpoint of securities in 
Group Two. Business activity has been very well maintained, 
yet prices have remained constant or declined. 

Railroad stocks were used for illustrative purposes in dis- 
cussing securities in this group; but public utility stocks have 
been affected by these same tendencies, particularly during the 
post-war period. The values of such securities declined in 
1920 and 1921, but since that time they have advanced rapidly. 

Cyclical movements in bond prices: forces governing price 
movements of securities in Group Three.—Securities in Group 
Three move, not in direct sympathy with business activity and 
commodity prices, but rather in sympathy with changes in 
banking and credit conditions. In other words, price changes 
in this group are influenced only indirectly by the speculative 
activity which accompanies periods of recovery and prosperity, 
or by the characteristic tendency of industrial earnings to 
decline during periods of strain and depression. A study of 
the factors that influence bond prices at various phases of the 
business cycle will serve in a measure to explain price move- 
ments within this group. Let us start first with a period of 
depression. Interest rates are low, while the accompanying 
heavy liquidation of inventories and speculative securities re- 
sults in creating liquid funds and reducing loans. On the other 
hand, confidence is usually lacking in the general situation to 
such an extent that stocks are not in demand. Early in the 
period of depression, therefore, idle funds which have accumu- 
lated are used to purchase high grade bonds, with the result 
that a major forward movement is initiated in bond prices. 
This movement progresses until business has expanded to a 
point where interest rates rise. 

During the period of recovery, we saw that expanding busi- 
ness operations, rising commodity prices, and increased specu- 
lative activity eventually cause an increase in interest rates. 
Funds are sought for business purposes with a twofold result. 
Concerns which purchased bonds with surplus funds in the 
period of depression now liquidate in order to get cash for 
expansion; banks dispose of securities in order to increase their 
own loaning power. Furthermore, bonds themselves represent 
credit obligations and the rate of interest they return to the 
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investor is determined in part by their price. Granted that 
the coupon rate on a bond remains constant, the higher a given 
bond sells at a given time the lower will be its yield. Cor- 
respondingly, the lower a bond sells in price the higher its 
yield. The yield of a given bond at any point of time, there- 
fore, varies inversely as its price. 

Bond yields, as one would expect, fluctuate directly with 
interest rates, the extent of correlation being governed in part 
by the length of time the bond has to run to maturity. The 
yield on short term bonds, that is, bonds with less than two 
years to run, is very closely correlated with rates on commer- 
cial paper, which means, of course, that their prices fluctuate 
inversely with interest rates. Yields of long term bonds are 
less responsive to changes in interest rates, but, nevertheless, 
are influenced thereby to a very considerable extent. That is, 
during periods of high interest rates it is obviously to the ad- 
vantage of investors to seek long term noncallable investments, 
in order to prolong the period over which a favorable return 
is to be enjoyed. For this reason, long term investments are 
sought in preference to short, thug keeping their yields down 
somewhat. At the same time, corporations, anticipating a 
reduction in rates to more reasonable levels, hesitate to finance 
by means of long term high coupon bonds. Rather do they 
seek to obtain funds by short term, or callable, bonds, in the 
hope of refunding when interest rates become more favorable 
to them. In this way, the supply of long term bonds is limited. 

Conversely, during periods of especially low rates, investors 
seek short term commitments, in the hope of benefiting their 
position when rates are higher, and corporations seek to 
project the effect of favorable rates by borrowing through the 
issue of long term bonds. The yield on long term bonds, there- 
fore, fluctuates less violently than the yield on short term 
bonds, where the correlation with 3 to 4 months’ paper is high. 

The following two charts will serve to illustrate the preced- 
ing facts. The first chart shows the cyclical changes that 
occurred in interest rates and municipal bonds, long term, 
from 1900 to 1924. The second chart compares cyclical] 
changes in short term railroad bonds to similar movements in 
interest rates from 1910 to 1924.” 





11 These charts were taken from “An Analysis of the Investment Status of 
Municipal Bonds,” Harold H. Young, 1925. (A thesis prepared in partial 
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Here it will be seen that, while interest rates fluctuated over 
a much wider range than the yield on long term, high grade 
bonds, the latter, nevertheless, moved in fairly close sympathy 
with the former. In the case of short term bonds the cor- 
relation is exceptionally close. 


Fig. 51.—Cycles of Interest Rates and Municipal Bond Yield. 
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Despite the fact that the yields of short term bonds move 
in very close sympathy with interest rates, and, hence, fluctuate 





requirement for the degree of Master of Business Administration, Brown 
University.) The curve representing cyclical fluctuations of municipal bonds 
was based on Standard Statistics average yield of 15 municipals. ‘The short 
time railroad curve was based on an index of short term railroad bonds pre- 
pared by Harvard Committee on Economic Research for 1922 and 6 months of 
1923 (Review of Economic Statistics, 1923, p. 216), with the extensions forward 
and backward in order to cover the entire period. The rates on 4 to 6 months 
paper were used in the construction of the interest curve. In all cases, seasonal 
variation and trend were eliminated. The Pearson coefficient of correlation 
for the first series was .68 for an eight months’ lag for the period 1900 to 
1916. For the period 1917 to 1924 .92 for a 2 or 4 months lag. A similar 
coefhcient for the second series was .94 with no lag, indicating a very high 
degree of correlation. 
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Fig, 52, 
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over a wider range than do the yields of long term bonds, 
their prices, nevertheless, fluctuate over a very small range. 
This is on account of the presence of a near-by maturity date, 
at which time they are payable at par. A 5 per cent bond 
with a year only to run will sell at 99.04 to yield 6 per cent, 
or at 100.97 to yield 4 per cent. A total change in yield of 
2 per cent, which represents a wide fluctuation, is effected by 
a net change in price of less than two points. For this reason, 
notes or bonds with early maturity dates offer the most logical 
medium for temporary investments. 

Following through the subsequent phases of the business 
cycle, at some point during the period of recovery it is logical 
to expect the beginning of a downward movement in bond 
prices, for at this point a major upward movement in interest 
rates is initiated.*? During the succeeding period of prosperity 
this downward tendency in bond prices is accentuated by the 
growing demand for funds for business uses and speculation. 
The effect of advancing commodity prices on bond yields 
should also be considered. Theoretically interest rates should 
advance during periods of advancing commodity prices to a 
point sufficient to reimburse the lender, not only for the use 
of his funds, but also for the loss in purchasing power he 
suffers from his position as a creditor. It is doubtful, how- 
ever, that this factor in practice ever exerts the full effect that, 
theoretically, one would expect. 

During the period of financial strain and crisis, bond prices 
continue to decline with advancing interest rates and with the 
further demands placed on banks for commercial loans, until 
sufhcient liquidation has taken place to bring us back again 
to the same point in the cycle from which we started. 

Analysis of secular movements in security prices: stocks. 
—The distinction between cyclical and trend movements in 
statistical series has already been emphasized (see p. 796, 
infra). Accompanying the somewhat regular cyclical move- 
ments already discussed, there are long term movements in the 





12 Attention should be called to the fact that a decline in bond prices at this 
point is not entirely governed by interest rates but by money conditions as 
well. The requirement of funds for business and speculative purposes at this 
time causes the demand for bonds to fall off. The extent to which available 
funds are required for other purposes, therefore, will determine the rapidity 
with which bond prices respond to changes in interest rates. 
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prices of different types of securities, which are brought about 
by underlying changes in economic forces. In the case of stock 
prices, a study of such movements is handicapped somewhat 
by the lack of adequate data. The longest series of industrial 
stock prices are the Dow-Jones averages previously mentioned 
(see p. 842). This series, however, extends only as far back 
as 1897. A further objection to the available data is the form 
in which they are customarily presented. A mere average of 
stock prices from year to year, without any adjustment to account 
for the declaration of stock dividends or subscription rights, 
fails to indicate the appreciation or depreciation that occurs 
in respect to a given equity in the concerns whose stocks com- 
prise the averages. Thus, let us assume that a given corpora- 
tion whose stock to-day is selling at $150 per share declares 
a 50 per cent stock dividend within six months. A year from 
to-day the stock of this corporation sells at $125 a share. Has 
there been a decline in the price of the stock? It is true that 
one share will sell for less next year than at present, according 
to our assumption. Yet the present holder of 10 shares (cur- 
‘rently worth $1,500) will be in possession of 15 shares next 
year with a value of $1,875. A somewhat similar situation 
may be created by the granting of subscription rights.** 
Market value of stock equities, 1837 to 1923.—If one were 
to prepare an index of common stock prices that reflected stock 
dividends, split-ups, and subscription rights attaching to the 
stocks comprising a given series, it is quite possible that the 
only trend movement discernible in the series would be con- 
stantly upward.%* The nearest approach to a study of this 
kind covering any substantial period was made by Edgar 
Lawrence Smith.* Mr. Smith here assumes that a hypothetical 
investor purchases approximately $5,000 worth of stocks in 1837 
(selected on a mechanical basis) and keeps this fund constantly 
invested in common stocks until 1924. At certain times during 
this period shifts are made in the investment holdings of the 
hypothetical investor, but such shifts are largely for mechanical 
reasons. Exclusive of the current income received, the market 
value of the investor’s holdings in 1924 would have ap- 





13 See p. 741. 

14 See Fig. 11, for a study of industrial stock equities (1901-1926). 

15 Smith, E. L., “Common Stocks as Long Term Investments,” 1924, Macmillan 
Co., New York. 
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proximated $37,000. The gradual accretion in values is shown 
in the following chart: *° 


Fig. 53—Movement in Market Values of a Composite Holding of Com- 
mon Stock, 1837 to 1923. Stock Dividends and Other Capital 
Distributions Retained. 
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Value of common stock equities and commodity prices.— 
It is interesting to analyze this chart in connection with changes 
in the purchasing power of the dollar. If one were to reason 
deductively as to what trend movements were likely to occur 
in stock prices, he would unquestionably say that the trend 
movement in stock prices would probably be governed to a 
large extent by movements in commodity prices. At least, this 
statement would apply to that group of stocks known as indus- 
trials. Rising prices (falling purchasing power) benefit such 
securities. Conversely, falling prices (rising purchasing 
power), per se, act to the disadvantage of such stocks. The 
accompanying chart shows changes in the purchasing power 
of the dollar from 1860 to 1923. There is noted a steady 
tall in prices (rise in purchasing power) from about 1865 to 
1897. From that point on until 1920 there occurred an almost 
uninterrupted rise in prices (fall in purchasing power). Yet, 
referring again to the chart showing the movement in the 


16 Tbid. (See chart and exnlanation on pages 74, 75.) 
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market values of a composite holding of common stock, 1837 
to 1923, we note that the trend from 1865 to 1897 was 
gradually upward in spite of falling prices. On the other hand, 
from 1897 to 1923 the trend was very sharply upward. The 
conclusion from this analysis seems to be that the trend move- 
ment in stocks (including diverse types) is constantly upward 
in a growing country such as the United States, but that the 
slope of the trend curve may be substantially changed by the 
movement in commodity prices. During periods of falling 
prices, the trend in common stock equities is slightly upward. 
During periods of rising prices, common stock equities increase 
more rapidly in market values.** 


Fig. 54.—Purchasing Power of the Dollar, 1860 to 1923. 
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Trend movements in railroad stocks From 1887 to 1897 
the trend of railroad shares was downward; from 1897 to 
1907 strongly upward; from 1907 to 1921 distinctly down- 
ward; from 1921 to 1927 strongly upward. Although the 
year 1921 marks the beginning of another pronounced upward 
movement, the elapsed time from that point to the present is 
too short to permit deductions as to its permanency. The 
reasons for these broad trends are again found in basic changes 





17 The trend in common stock prices from 1921 to 1927 has been very strongly 
upward, despite falling commodity prices. The control over prices and credit 
now exercised by the Federal Reserve Board has interjected a new element in 
the situation which must be considered. 
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which occurred in our economic structure. In the first place, 
railroad stocks are benefited by falling prices, and commodity 
prices fell consistently from 1865 to 1897. Furthermore, dur- 
ing the entire period from 1860 to 1906, our railroads may 
be said to have been in a period of increasing returns. Expan- 
sion in population and business activity constantly held forth 
the prospects of greater profits for the railroads. From 1900 
on, the consolidation movement gave rise to a very receptive 
railroad market which did not culminate until the panic of 
1907. Indeed, it is apparent that, while commodity prices 
before this time may have had some influence in determining 
the course of railroad stock prices, it was by no means the 
determining factor. Thus, in 1897, commodity prices reversed 
their long trend downward, yet, in that year, an upward 
cyclical movement of strong dimensions took place in the price 
of railroad shares. After 1906, however, and especially since 
1910, there is strong support for the theory that railroad 
shares move inversely with commodity prices. The trend in 
railroad shares from 1910 to 1921 was distinctly downward, 
while commodity prices advanced. The effect of rigid govern- 
ment control was severely reflected in railroad profits until 
1920. The recent history of railroad shares has already been 
discussed. 

Trend movements in bond prices.—The long time, or secu- 
lar, trend in bond prices is a phenomenon that has long been 
under observation by economists and statisticians. There are 
available a number of charts which show the yields of different 
types of bonds over a period of years and hence enable one 
to observe the more recent trend movements in bond prices. 
Such curves, which show the average yields of bonds, may 
casily be adapted for the purpose of studying price changes 
by inverting the curve. ‘The logic of this operation is based 
on the fact that bond prices move inversely with yields. The 
following chart shows average bond yields over the period 
from 1875 to 1927, inverted. 

A study of this chart shows clearly that there were during 
this time two distinct periods or movements in the secular 
trend of bond prices. From 1875 to 1902 bond prices ad- 
vanced steadily, despite the presence of typical cyclical varia- 
tions. From 1902 to 1920 there was a reversal in trend, the 
long term movement being distinctly downward during this 
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entire period. From 1920 on, there has been another change 
in movement, the trend from that year on advancing again. _ 

Some causes leading to trend movements in bond prices: 
national debt and savings.—A partial explanation of these 
trend movements in bond prices is to be found in certain funda- 
mental changes that occurred in our economic structure during 
the period under consideration. From the close of the Civil 
War until 1890, there was a gradual reduction in the govern- 
ment debt. In fact, during this period. over $3,500,000,000 in 
principal and interest were paid. At that time wealth was 
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much less widely distributed than at present, with the result 
that this sum probably found its way largely into the hands 
of wealthy investors who had the task of repurchasing other 
bonds. New security issues were not forthcoming on as large 
a scale at that time as since. Accompanying the repayment of 
government debt, there was taking place a constant increase 
in savings bank deposits. The investing of these deposits un- 
doubtedly created a demand for high grade bonds. A third 
factor of importance was the heavy investment of British 
capital in American securities after the resumption of specie 
payments in 1879. 

Secular trend in commodity prices and bond yields.—An- 
other quite different influence must be recognized as having at 
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least a theoretical effect on bond prices, and possibly a practical 
influence. During the entire period from 1865 to 1897 the 
price level in this country showed an almost continuous decline. 
In 1865 the price index for the United States stood at 232, 
in 1897 at 67, the year 1913 being considered as 100 per 
cent.*® : 
After 1897, on the other hand, a long period of rising prices 
set in, which did not culminate until the year 1920. In view 
of the effect of price changes on the purchasing power of bond- 
holders, it is not illogical that bond prices should advance, and 
yields decline, during periods of falling commodity prices; or 
that the reverse should take place during periods of rising 
prices. When commodity prices decline, the bondholder gets 
a dual return, one in the form of interest, the other in the 
form of enhanced purchasing power in respect to both the 
income and the principal of his bonds. Conversely, when 
prices are advancing, interest rates do not indicate the actual 
return received, in that the loss in purchasing power from year 
to year of both principal and interest must first be deducted. 
Regardless of the extent to which bondholders consider 
changes in prices in buying and selling bonds in practice, it is 
interesting to note that the changes in the trend of bond prices 
from 1877 to 1925 occurred at almost the same time as 
changes in the trend of commodity prices, and that the trend 
movements in the two series have been in opposite directions. 
Increase in capital requirements during twentieth century. 
—There were undoubtedly other broad economic factors 
which operated from 1902 to 1920 to cause a decline in bond 
prices in addition to the upward tendency in commodity prices. 
This rise in prices was accompanied by a relatively high state 
of industrial and business activity. Not only did physical 
production actually outstrip population during this period, but 
the capital requirements of new industries increased at a rapid 
pace. The amount of railroad bonds outstanding increased 
from about $6,000,000,000 in 1902 to over $11,000,000,000 
in 1920. The capital invested in all manufacturing enterprises 
increased from $8,975,256,000 in 1899 to $44,466,594,000, 
in 1919." The enormous capital requirements occasioned by 








18 See Fig. 54. 
19“U, §S. Statistical Abstract,” 1925, p. 745. Capital employed in factories, 
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the War have already been discussed.” It was an era of very 
rapid industrial and commercial expansion during which the 
demand for capital increased rapidly. 

Stock and_bond investments, comparison of, during large 
industrial profits.—During this period of rapid industrial ex- 
pansion large profits were the rule. This situation undoubtedly 
resulted in part from rising prices, but in part also from the 
rapid exploitation of our abundant natural resources. In any 
event, there is no question that the period from 1900 to 1920 
was an especially favorable one to the stockholder. It is not at 
all unlikely, therefore, that funds tended to be diverted from 
bond investments to stock investments, with a corresponding 
decline in bond averages, as indicated by all studies of bond 
yields during this period. 

The culmination of this movement occurred in 1920. Since 
that time, commodity prices declined rapidly until they reached 
a level about one and one-half times their pre-war (1913) 
average, at which point they have remained fairly constant. 
The effects of war financing have gradually worn off and large 
capital resources have been built up through the development 
of the Federal Reserve System, a process aided materially by 
the inflow during the War of over $1,500,000,000 of gold 
from European nations. In view of these factors it is entirely 
logical that the recent trend of bond prices should have been 
distinctly upward. 

Minor cycles in stock prices.—Although lacking the eco- 
nomic significance that attaches to cyclical and trend move- 
ments in security prices, so-called minor movements are never- 
theless important. We have purposely deferred analysis of 
price fluctuations of this nature until the present time, for they 
are always referred to the cycle in which they occur, and are 
not regarded as independent in nature. In fact, an analogy 
is frequently made to the behavior of the tides when discussing 
minor movements in security prices. Cyclical movements, 
which is the term already used to designate those fairly regular 
up and down swings in prices, may be compared to the ebb 
and flow of the tide. Yet, the incoming of the tide is never 
a constant process. Sharp advances are made at intervals by 





excluding hand and neighborhood industries and establishments with products 
valued at less than $500. 
20See Chapter II, for discussion of capital requirements during this period. 
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the heavier waves, and there are lulls and recessions, even 
though the basic movement is forward. Similarly, an upward 
major movement in stock prices is never a smooth, uninter- 
rupted advance, nor is a major downward movement without 
temporary halts and upswings. Such interruptions are called 
“minor cycles,” or “reactions,” in that they always represent 
a movement against the trend. Let us turn back to the chart 
on page 842, where the course of industrial stock prices is 
shown for a period of 30 years. Note the character of the 
curve during the major decline of 1920, during which there 
were registered no less than 7 minor upturns. Similarly, dur- 
ing the major advance in stock prices which began in 1924, 
and which has continued up to the present (1928), there 1s 
apparent at least three minor reactions, one in the spring of 
1926 that covered a very wide amplitude (over 10 points in 
terms of the index given). 

The length of period covered by a minor reaction is much 
shorter than that required by a major cycle. The former 
movement requires at least a few weeks, or perhaps a few 
months. The amplitude of such movements is also much nar- 
rower than that of the major cycle. In terms of prices, a 
minor cycle in stocks will usually cover a range of from 5 to 
15 points. 

Technical condition of market: reactions in a bull market 
analyzed.—An explanation of cycles of this nature centers 
largely around the technical position of the market. During 
the course of a major bull movement stock prices will advance 
rapidly. Speculative activity runs high, and many accounts 
become overextended. Likewise, the prices of some stocks 
are bid up beyond the point of real value. The market, in 
terms of the street, becomes “overbought.” Some bit of un- 
favorable news or other rather insignificant event causes prices 
to shade off. Speculators with large paper profits sell, and 
other speculators who feel that the time is ripe for a reaction 
‘sell short.” At this point a severe reaction usually occurs in 
the market leaders, followed by declines throughout the entire 
list. As soon as this movement gets under way a number of 
stop loss orders are caught, which results in large blocks of 
additional stock being thrown on the market.?* At the same 
time, speculators who have extended their accounts on slender 


21 For a more complete description of stop-loss orders see p. 749. 
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margins find these margins wiped out and are confronted with 
calls for additional margins. Lacking the necessary funds to 
protect their holdings, many are compelled to allow their 
brokers to sell. In this way, a minor reaction may continue 
for several weeks until the so-called weak accounts have been 
weeded out and the technical position of the market corrected, 
after which prices continue their advance. 

There is little in the way of statistical data to indicate when 
the “top” of a minor upswing has been reached during a major 
bull market. The behavior of the tape is sometimes utilized 
for purposes of timing such reactions, although tape indica- 
tions are far from reliable. After a period of rapid price 
advances a period of resistance is reached. Prices fail to ad- 
vance farther, despite a large turnover in stocks. The market 
appears to be stale. Good news fails to stimulate further en- 
thusiasm. True, individual stocks may be bid up actively in 
order to give the market an appearance of strength; but other 
stocks actually decline. A reliable barometer regarding move- 
- ments of this nature may eventually be available from statistics 
on brokers’ loans which have recently been made public. 

Significance of broker’s loans.—For some time certain New 
York clearing house banks have reported weekly the amount 
of “street loans” made. Such loans are used largely for carry- 
ing stocks and bonds. In January, 1926, however, the Federal 
Reserve Board began to issue a weekly statement of broker’s 
loans (including loans to investment bankers). At the same 
time, the Stock Exchange began to publish a monthly statement 
of the aggregate borrowings of its members for purposes of 
carrying securities. 

The two latter series indicate partially the extent to which 
securities are purchased for speculation rather than for invest- 
ment.22, When one purchases for speculative account on a 
margin, the broker through whom the purchase is made is re- 
quired to borrow the additional funds in order to pay for the 
stock. When securities are purchased for investment, they are 
often paid for in full by the purchaser, who either has the 
funds himself or borrows part of the funds necessary through 
his bank, depositing the stock or bonds as collateral. During 





22 Brokers’ loans are used only partially to finance speculative purchases. 
Syndicates and investment bankers resort to such loans to carry investment 
securities pending distribution to the ultimate investor. 
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periods of active speculation, therefore, loans to brokers rise 
slowly at first, but with greater rapidity during the end of the 
minor cycle when distribution occurs and stocks pass from 
strong to weak hands. During the reaction that follows 
brokers’ loans drop rapidly, especially as prices reach the point 
where accumulation for strong accounts starts. As stocks 
again advance brokers’ loans start upward, the movement be- 
coming more rapid as the top of the minor cycle is again 
reached. The following chart which shows the Dow-Jones 
average for 20 industrials and brokers’ loans from January 20, 
1926, to July, 1927, illustrates the typical behavior of the two 
series during the minor cycle, March to October, 1926. 


aes 56.—Brokers’ Loans and Stock Prices. 
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It is too early as yet to conclude that this behavior is typical. 
The data on brokers’ loans has been running for too short a 
time to enable final conclusions. It is doubtful that data rela- 
tive to loans of this character will ever acquire independent 
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significance. With ample credit facilities it is logical that sub- 
stantial funds should flow into the call money market in New 
York and be used for financing security purchases. In the 
event that business requirements for funds increase so that the 
available supply of loanable funds is heavily drawn on, then 
a contraction in brokers’ loans may be forced. As to whether 
brokers’ loans are high or low, at a given point of time, there- 
fore, depends partly on the likelihood of heavy requirements 
for funds from other sources and partly on the extent to which 
excessive stock speculation has been built up by means of easy 
money. 

Upturns in a bear market, explanation of—In much the 
same way that the market becomes “overbought” during a 
major bull market, so it is likely to become “oversold” during 
major bear market. At such times prices are hammered down 
relentlessly. Stocks that are intrinsically good sell at bargains. 
Just as “long accounts” become overextended during a rising 
market, so do “short” accounts become overextended during 
_a bear market. Speculators who have made paper profits 
through short sales become anxious to cash in. This, however, 
requires the purchase of stock. Others who have short lines 
out, so to speak, have stop loss orders at prices only slightly 
above the current market. Thus, when prices show signs of 
advancing at this stage, there is a scramble to buy stocks. As 
prices rise many of the “‘stop loss” buy orders-that are on 
brokers’ books come up for execution. Finally, the whole 
process is affected by bargain hunters who are out to buy 
securities that are selling below their intrinsic worth. As a 
result of this combination of forces prices are bid up sub- 
stantially until the technical position of the market is corrected 
and the immediate supply and demand readjusted. After this 
has occurred the downward course is resumed. 

Pool operations and minor cycles.—The operation of pools, 
in all probability, is another factor that must be considered in 
explaining minor reactions. Although pool operations cannot 
be held entirely responsible for such movements, there is no 
doubt that such operations often exaggerate the course of 
minor cycles in the market. A market pool may be defined 
as a group of men with substantial capital at their command 
who form a community of interest for the purpose of market 
manipulation. Frequently these pools operate in connection 
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with certain financial interests which are close to the corpora- 
tion whose stock it is planned to manipulate. In other cases, 
the pool operates with stocks of corporations with which it 
has no definite connection. 

Generally speaking, the pool is in charge of a pool manager 
who conducts all operations. This is necessary in order to 
maintain a proper position in the market and to assure the 
proper execution of the pool’s program. The pool operator 
or manager does all the buying and selling for the pool 
account. 

The first task of the pool operator is to accumulate the 
floating supply of the stock which is to be manipulated. It is, 
of course, easier for a pool to operate with a stock that is sell- 
ing somewhat below its real worth, and it is also easier if the 
pool starts operations at a period before the market has had 
a sustained advance and when money conditions are favorable. 
For this reason pools prefer to start their buying operations 
early in the course of a business cycle, often in the first phase 
of a minor cycle. The most satisfactory time for initiating 
pool operations is during the period of depression, or re- 
covery. During such periods accumulation takes place for the 
pool account. Buying operations are carefully conducted in a 
way that does not excite interest in the issue and no bidding 
up is in evidence. The pool merely acquires stock as it comes 
on to the market. In fact, if anything, an attempt is first made 
to keep the price of the stock down either by frequent raids 
on the market, at which time the pool offers large blocks of 
stock for sale in order to depress prices, or else by circulating 
rumors of an adverse nature. In this way the pool gradually 
acquires all, or a large part, of the floating supply of the 
stock, that is, stock that is not owned by individuals in close 
touch with the concern itself, or which is not owned outright 
by investors who acquired the stock for its long pull pos- 
sibilities and who are not interested in short time market 
fluctuations. 

When accumulation is completed the process of marking up 
is started. Orders are then entered to purchase the stock at 
advancing prices. The supply at this time is small, with the 
result that prices advance with ease. As-soon as the stock 
begins to attract attention through its market behavior favor- 
able rumors are circulated. These add fuel to the fire and 
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further buying is induced. This process is allowed to go on 
until the pool operator thinks the time is ripe for distribution. 

The problem of distribution is as difficult and requires as 
great skill as the process of accumulation, for the pool must 
dispose of all its holdings without depressing the market. This 
is accomplished partly by a further circulation of favorable 
rumors, but also by proper selling methods. The pool operator 
will sell stock only during periods of strength. As soon as 
signs of weakness appear, selling for pool account is stopped, 
and, if necessary, buying is again started. It is also frequent 
at this time to put through matched sales. That is, large 
blocks of stock are sold and bought simultaneously by the pool 
in order to give an air of strength. The process of distribution 
goes on until the pool has no more stock to sell. 

It is by no means true that the stock stops advancing when 
the pool is through with it. It frequently happens, in fact, 
that the public, once it gets enthusiastic over a stock, will bid 
it up to levels quite beyond the hopes of the pool. The mere 
-process of advancing tends to generate forces causing further 
advances in price. ‘“The public,” as the general run of small 
and misinformed traders is called, proceed to pyramid their 
holdings of the stock. That is, having made a paper profit, 
they use this to double up on their purchases. Each advance 
in price thus furnishes an additional margin with which such 
speculators may increase their holdings. It is in this way that 
prices are often carried beyond their true values during the 
first part of a minor movement within a major bull market. 

The final stage in the process is when all professional sup- 
port is withdrawn and the forces which sent the stock up have 
been spent. Sooner or later prices reach a point quite out of 
reason with the facts of the case, and short selling by profes- 
sionals is started. For several days there may be spirited trad- 
ing, but no headway is made toward higher prices. The 
inevitable crash finally comes, and, at this time, the presence 
of many stop loss orders and slender margin accounts assists 
to bring about a precipitous decline in prices. 

It is evident that various pools and professionals operate 
more or less simultaneously in various issues. Such traders 
are actively in touch with the market, and, when the time is 
ripe for one pool to commence operations, it is profitable for 
others to start. In this way, the minor cycle is greatly en- 
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couraged in its course and probably amplified in its movement 
by the simultaneous operation of a number of different pools 
and by the transactions of professional traders who are in 
very close touch with the entire financial situation. The col- 
lapse of pool stocks, at the peak of a minor movement, has 
a sympathetic effect on the prices of all stocks, causing a reac- 
tion of wide proportions in the market. 

During periods of major declines in stock prices pools are 
formed to conduct selling operations of a nature quite the 
reverse of buying pools. Here the aim of the pool operator 
is to dispose of large blocks of stock “‘short’’ and later to buy 
in. The effect of such operations is to aggravate the minor 
cycle during receding prices in much the same way that buying 
pools affect reactions during a bull market. 


CHAPTER XXXII 


INVESTMENTS AND THE BUSINESS CYCLE— 
INVESTMENT FORECASTING 


Business barometers, classification of.—The apparent regu- 
larity with which cyclical movements occur in business activity 
and security prices, as well as the close correlation between 
such movements, has led statisticians and economists to attempt 
the construction of “barometers,” if the term may be used, 
with which to predict or forecast future movements both in 
business activity and security prices. 

In general, the current barometers, or better (systems of fore- 
casting), fall in two rather distinct groups. The first is based 
on the theory that, in the field of economic activity, as in the 
physical world, every action is followed by an equal reaction. 
In other words, every period of prosperity is followed by a 
period of depression of equal magnitude. ‘The other group 
bases forecasting on the assumption that there is a definite 
correlation between selected economic series, and that certain 
series may be used to predict movements in others. The chief 
exponent of the first theory is Roger W. Babson. 

Babson system of forecasting analyzed.—The basis of the 
Babson system of forecasting is the ‘Babson Chart of Amer- 
ican Business Conditions.” The basis of this chart is a com- 
posite index of American business conditions referred to a 
trend line of growth. In this way, conditions are represented 
as favorable or unfavorable; above normal or below normal. 
The product of the time and intensity of favorable periods, 
according to the theory here used, must subsequently be bal- 
anced by periods of depression, the product of whose time and 
intensity equal that of the periods of expansion. The chart 
and basing used to demonstrate this theory follows: 
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Forecasting—The Babson Service does not use any one 
specific formula for forecasting on the basis of the composite 
plot. In general, it is held that the size of any depression area 
can be predicted by the area of the preceding period of pros- 
perity. According to this theory, if the composite plot crosses 
the basing x-y line before the depression area equals the cor- 
responding prosperity area, the period of prosperity is destined 
to be short lived. At the completion of the depression area, 
however, there is no way of predicting the size of the pros- 
perity area to follow. 

However, the time sequence of certain of the curves may be 
used in part to give evidence of what is to come. Quoting from 
the regular barometer letter: 


The high points of the stock market usually come in the early part of 
the overexpansion areas. The low points have come in the early part 
of the depression areas, although in 1914 the War held prices of both 
stocks and bonds down longer than usual. ‘The Babson chart is an 
excellent guide for purchasing stocks, because we can know the approxi- 
“ mate size of the depression area. Not knowing in advance the size to 
which the overexpansion area will develop, one must use judgment as 
to when to sell. Low money rates and high bond prices have usually 
come about the end of the depression areas and high money rates and 
low bond prices at about the end of the overexpansion areas. 


A manufacturing index, recently prepared by the Babson 
organization, is now used in further application of the sequence 
theory of forecasting. ‘This index, it is stated, “is the one 
which usually reflects the changes in the business area move- 
ments followed by an interval of perhaps two months by a 
corresponding change in the index of production and raw 
materials. Similarly, the index of distribution follows both 
production indexes.” * 

On some occasions, the Babson Service makes forecasts 
based on the analogy of the current situation with that in past 
periods. In January, 1921, a complete Babson chart was pub- 
lished from 1890 up to that time, and predictions were made 
as to the course of the then existing period of depression on 
the basis of the years 1893 to 1897, the assumption being that 
conditions were similar during those years.? Similarly, during 

1 Barometer Letter, October 13, 1925. 

2See Barometer Letter, Jan. 11, 1921. 





866 INVESTMENT PRINCIPLES AND PRACTICES 


the period from 1919 to 1922, it was held that the course of 
commodity prices would follow the trend which occurred after 
the Civil War. 

On other occasions predictions are made on the basis of a 
fairly exhaustive treatment of several of the more important 
factors of the situation. On the basis that developments in 
the selected factors outweigh other factors, predictions are 
made as to the future. 

Forecasting based on correlation: Brookmire system.— 
It will be noted that the statistical methods employed in the 
Babson chart do not directly involve the theory of correlation, 
although in some instances the sequence theory of forecasting 
is used. That is, there is no consistent effort made to use one 
or a group of statistical series for the purpose of predicting 
future changes in the movement of other series or in general 
economic conditions. In this respect, the Babson barometer 
differs from certain other well-known systems now employed 
for forecasting. 

One of the earliest attempts to construct a barometer on 
the basis of the correlated sequence of different economic events 
was that devised by Mr. James H. Brookmire. The first 
attempts made by Mr. Brookmire were subject to certain 
criticisms; but, with the development of a more scientific statis- 
tical technique, the old Brookmire barometer has recently 
undergone several revisions.* 

Following these earlier experiments the Brookmire Service 
developed a series of barometers for the purpose of predicting 
or forecasting both security and commodity price movements. 
The more important barometers used at one time or another 
in connection with this service are referred to under the fol- 
lowing titles: Revised Barometer of Commodity Prices; 
Barometer of Industrial and Railroad and Public Utility Stock 
Prices; a Bond Barometer; and a Barometer of Lumber Prices. 

In their final form, these barometers are single curves, com- 
prising several individual indexes, or series, which are sup- 
posedly related to the series whose movements it is desired to 








3 For criticisms of earlier Brookmire charts see Vance, Ray, “Business and 
Investment Forecasting,’ 1925, Harper & Bros, New York. The reader will 
find here an excellent nontechnical explanation of the present basis on which 
this service is maintained. 
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forecast. Thus the Revised Barometer of Commodity Prices 
includes the following factors: 


a. The rate on commercial paper; both the actual position 
of the rate and the direction in movement being con- 
sidered. 

b. Turnover of bank deposits. 

c. Physical volume of production in basic industries. 

d. Import—export ratio. 


Similarly, the Barometers of Industrial Stock Prices and of 
Railroad and Public Utility Stock Prices were constructed by 
combining individual series that related in one way or another 
to movements in stock prices. The following series have been 
made use of in these two forecasting curves: ° 


Stock Prices. 

Speculative activity. 

Commercial paper rate. 

Turnover of bank deposits. 

Volume of production in basic industries. 
Import—export ratio. 


mh of OB 


Brookmire barometer forecasting the movement of bond 
prices."—The method by which major trends in bond prices 
are forecast by the Brookmire Service involves the use of a 
barometer based on changes in: 


a. The prices of stocks. 
b. The general level of commodity prices. 
c. The commercial paper rate. 


Although these indexes are not put in the form of a com- 
posite plot, the various factors used are subject to the follow- 
ing interpretations in forecasting bond prices. ‘Thus: 


1. When stock prices remain on a flat or decline for three consecutive 
months, and when commodity prices decline one (1.00) per cent, the 





4¥For further details regarding construction of this index and its interpretation 
see The Brookmire Forecaster, “An Analysis and Forecast of Fundamental 
Conditions,” September 28, 1925, Vol. 14, A-39. 

5 The Brookmire Analyst, September 28, 1925, Vol. 14, C-20. The difference 
between the industrial stock price, and the railroad and public utility stock 
price barometers lies in the influence accorded the volume of production in 
basic industries. 

6 The Brookmire “Investment Opportunity Bulletins,” Series F. 
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major trend of bond prices will thereafter be upward. ‘These two 
primary factors are sufficient to indicate an upward trend (this decline 
in commodity prices is cumulative; for example, decline, May 1, 1903, 
was 0.27 per cent; June 1, 0.55 per cent; July 1, 0.43 per cent; total 
decline, July 1, 1.25 per cent). 

2. A major downward trend in bond prices is not readily indicated. 
Both stock prices and commodity prices may increase month after month, 
without indicating that the upward movement of bond prices is at an 
end. The bond market of 1922 is an example of such a situation. 
However, when stock prices increase for three consecutive months; and 
when commodity prices increase one and one-half (1.50) per cent; 
and when two secondary factors are in evidence; it indicates that the 
major trend of bond prices will thereafter be downward. (This in- 
crease in commodity prices is cumulative.) 

The two secondary factors are: (a) An increase of one (1.00) per 
cent in Bradstreet’s Index during a single month, following the gain of 
one and one-half (1.50) per cent in commodity prices. In this factor 
only, ninety-five one-hundredths (0.95) of one per cent is considered 
equivalent to one per cent. (b) Any increase in the commercial paper 
rate, following both the increase for three consecutive months in stock 
prices and the increase of one and one-half (1.50) per cent in commodity 
prices. 


Whereas, the various barometers here outlined have been 
subject to error during the past several years, especially the 
barometers used in connection with stock prices, it should be 
said in all fairness that the Brookmire system recognizes the 
difficulty of devising infallible formulas by which movements 
in security prices or commodity prices can be predicted. In 
fact, the publication of various barometers as a part of the 
Brookmire Service has recently been discontinued. 

Harvard Economic Service.—In 1917, Harvard University 
appointed a committee on economic research which, after con- 
sidering various projects, decided its first enterprise should be 
i the field of economic statistics. The first tangible results 
along these lines came in 1919 with the inauguration of the 
Harvard Economic Service. This service consists of the Quar- 
terly Review of Economic Statistics. The current review for- 
merly came out monthly, but is now published weekly. That 
phase of the Harvard Economic Service of greatest present 
interest is the Harvard Index of General Business Conditions 
already discussed.?. This index, which comprises the three 





7 For specimen see pp. 826, 827. 
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curves representing (A) speculation, (B) business conditions, 
and (C) money, may be used for purposes of predicting or 
forecasting security prices. If we again consider the various 
phases of the economic cycle it will be recalled that a major 
advance in stock prices is customarily initiated in phase one 
—depression—of the economic cycle. It is, therefore, pre- 
ceded by declining business and declining money rates in the 
order named. It will also be observed, if one refers to the 
chart on page 826, that the A, B, and C curves are almost in- 
variably in the same relative position at the beginning of an 
extended rise in curve A—speculation. 
Stock prices, relation of, to changes in interest rates and 
volume of manufacture——There are certain supplementary 
devices, so-called, which may be used in connection with the 
sequence theory of business cycles in order to determine with 
greater precision the points of time when cyclical changes 
should take place. For instance, the Harvard Committee 
found from a study of economic statistics covering a period of 
_twenty-five years before the War, that a decline of 1% per 
cent in rates on prime commercial paper, duly corrected for 
seasonal variation, from the high point in the money cycle, 
was the signal for the inauguration of a forward movement in 
security prices. Furthermore, a decline in the “Harvard Index 
of the Volume of Manufacture” to a level below 85 per cent 
of normal, normal being statistically determined as from 70 
to 85 per cent of plant capacity, is substantial evidence that 
the decline in security prices is about at an end.® 

On the other hand, a major decline in stock prices begins in 
phase three—prosperity—of the economic cycle, and is pre- 
ceded by advancing business and rising money rates in the 
order named. The position of the three curves—A, specula- 
tion, B, business, and C, money—is again approximately the 
same when security prices reach their upward peak. The sup- 
plementary tests, used in determining with greater accuracy the 
point at which a cyclical upturn in speculation will begin, are 
now reversed. That is, an increase of 114 per cent in interest 
rates on prime commercial paper, duly corrected for seasonal 
influences, from the low point of the money cycle, indicates the 
point of culmination of a major cyclical advance in security 





8 Presley, Fred, “The Economic Cycle, Its Application to Buying, Selling, 
Production, Investments,” 1925, p. 27. See also Weekly Letters. 
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prices. Further, a rise in the “Harvard Index of the Volume 
of Manufacture” to a point between 112 and 120 per cent of 
normal offers additional evidence that the upswing in security 
prices has about spent its force.® 

Forecasting bond prices——Bond prices, we have already 
suggested, move through cycles in much the same way as stock 
prices, but they fluctuate much less drastically. Furthermore, 
bond prices move more generally in sympathy with short time 
interest rates than in sympathy with business prosperity or 
depression. The behavior of money rates, however, is suc 
that at times in the business cycle bond and stock prices move 
together. For instance, a major forward movement in high 
grade bond prices generally starts early in phase one—depres- 
sion—of the economic cycle and is preceded by declining 
security prices and business. It will be recalled that stocks 
begin to advance at this point also, or at least at some time 
during the period of depression. A major decline in bond 
prices develops at the end of phase two—recovery—of the 
cycle, although stock prices continue to advance at this point 
in sympathy with expanding business. 

Relationship between interest rates and security prices, 
further discussion of.—It has been an accepted theory that 
money rates have a rather important bearing on both stock 
and bond prices, in that low interest rates and easy money 
conditions are supposed to stimulate stock speculation, in addi- 
tion to causing the prices of bonds to rise. That is, when 
interest rates are so low that it pays speculators to borrows in 
order to carry dividend paying or nondividend paying stocks 
for current return, or in anticipation of a rise in price, or both, 
then stock prices advance. Conversely, high interest rates 
increase the charges involved in carrying stocks on margin 
account and hence discourage purchases for speculative ac- 
count, with the result that stock prices are depressed. A recent 
attempt has been made to show statistically and logically that 
there is no necessary connection between stock prices and in- 
terest rates.° ‘These writers present a large amount of statis- 
tical data to show that fluctuations in stock prices cannot be 
gauged in any certain way by changes in interest rates, either 
as represented by call money rates or by time loans. In addi- 

9 Ibid. 
7° See Owens and Hardy, “Interest Rates and Stock Speculation,” 1925. 
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tion to statistical proof of their contention, they discuss the 
logical basis for discarding the theory that consistent inverse 
correlation exists between stock prices and interest rates.” 

Although undoubtedly they are correct in showing that in- 
terest rates are not the governing factor in determining the 
future direction of stock prices, nevertheless, it is true that 
interest rates represent changes in the current supply of and 
demand for lendable funds, that is, the state of bank credit; 
and such changes are of major importance in theories of the 
business cycle. While advancing interest rates, per se, may 
not cause stock prices to decline, such an advance in rates dur- 
ing the periods of recovery and prosperity reflect the steady 
advance in business which culminates in periods of strain and 
crises. For this reason, there is little doubt that movements 
in interest rates may be advantageously used, among other 
statistical series, to forecast stock prices.” 

There are numerous other services which attempt to assist 
the investor in judging the proper time at which to buy and 
_to sell securities. It is impossible for us here to examine them 
all. Some attempt to forecast not only cyclical changes but 
minor movements as well, while others are devoted essentially 
to an analysis of individual securities. 

Difficulties of economic forecasting.—It must be remem- 
bered that there are certain limitations to any basis of economic 
forecasting. In the field of economics, conditions are highly 





11 Owens and Hardy, “Interest Rates and Stock Speculation,” 1925, Macmillan, 
New York. After discussing the logical aspects of the thesis maintained, the 
authors conclude (p. 133): “In summary we have examined both the statistical 
evidence and the theoretical foundations of the doctrine that stock prices are 
controlled by short time interest rates and call loan rates, and have found 
no support for the doctrine. We do not contend that there is no relationship 
between these markets, but we feel certain that interest rates are only one of 
many factors which determine the course of prices in the stock market. 

“Purchases of speculative securities made in order to obtain a margin of 
profit between the dividend yield and the interest cost are of no importance 
whatever in determining the course of speculation. Aside from the possible 
influence of the popular belief in the theory we are reyiewing, the only im- 
portance of changes in the money market is in their bearing on the cost of 
carrying on such speculative operations as may be entered into for other 
reasons. Interest is one of the costs which the speculator must carry just as 
commissions are a cost, and changes in interest rates affect speculation just as do 
changes in commission rates. Both are probably of negligible importance.” 

12 For an excellent reply to the theories advanced by Owens and Hardy, see 
“Money Rates and Security Prices,” by Warren M. Persons and Edwin Frickey, 
Review of Economic Statistics, Vol. 8, No. 1, pp. 29-46. 


872 INVESTMENT PRINCIPLES AND PRACTICES 


dynamic, with the result that deductions and conclusions must 
be based on a wide range of ever-changing factors. There is 
a vast difference between a science like chemistry or physics 
and economics. In the former, it is possible to perform experi- 
ments and to formulate laws with great accuracy, because all 
the factors of the situation can be controlled. Not so in the 
field of economics. No two economic situations are ever the 
same in all respects, with the result that economic forecasts 
based on what has happened in the past in an apparently simi- 
lar situation may prove erroneous, for new and unconsidered 
factors are often present in the later situation. Forecasting 
devices, therefore, can best be used to supplement one’s gen- 
eral knowledge of a given situation, the latter being based on 
a wide consideration of all the important economic factors 
present. In this way, judgment is based neither on a more or 
less rigid formula, nor on a general idea of the situation, but 
on a combination of both. 


CLASSIFIED BIBLIOGRAPHY AND 
See CT EPP READINGS 


Accounting and Investments 


Bliss, James H., “Financial and Operating Ratios,” New York, Ronald 
Press, 1923. 

Gilman, S., “Analyzing Financial Statements,’ New York, Ronald 
Press, 1925. 

Guthmann, H. G., “The Analysis of Financial Statements,” New York, 
Prentice-Hall, Inc., 1925. 

Harvard Business Review, ‘““The Use of Financial Ratios,’ Harv. Bus. 
Rev., Vol. 4, No. 1, October, 1925, pp. 79-93. 

Robert Morris Association, “Financial Statements: An Explanation in 
Brief of a System for their Analysis from the Standpoint 
of the Credit Grantor and the Business Executive,” Lans- 
downe, Pa., The Robert Morris Associates, 1922. 

Saliers, E. A., “Accounting and Investments,” Jour. of Acct., Vol. 23, 
March, 1916, pp. 161-166. 

Schluter, W. C., “Credit Analysis,” New York, Prentice-Hall, Inc., 
1925. 

Sprague, Chas. E., ‘““The Accountancy of Investments,” New York, 
Ronald Press, 1914. 

Stockwell, H. G., “How to Read a Financial Statement,” New York, 
Ronald Press, 1925. 

Todman, Frederick Simpson, “Brokerage Accounts,’ New York, 
Ronald Press, 1916. 


Corporation Finance—General 


Bonbright, J. C., “Earning Power as a Basis of Corporate Capitaliza- 
tion,” Quart. Jour. Econ., Vol. 35, May, 1921, pp. 482-490. 

Coynington, Thomas, “A Manual of Corporate Organization,’ New 
York, Ronald Press, 1913. 

Coynington, T., Bennett, R. J., and Pinkerton, P. W., ‘Corporation 
Procedure,” New York, Ronald Press, 1922. 

Dewing, Arthur S., “Corporation Finance,” New York, Ronald Press, 
1922. Revised edition, 1926. 

Gerstenberg, Chas. W., “Financial Organization and Management,” 
New York, Prentice-Hall, Inc., 1924. 
“Materials of Corporation Finance,” New York, Prentice- 
Hall, Inc., 1915. 

873 


874 CLASSIFIED BIBLIOGRAPHY 


Keister, A. S., “Recent Tendencies in Corporation Finance,” Jour. Pol. 
Econ. Vol; 30, April, 1922; pp257-273- 

Lincoln, E. E., “Problems in Business Finance,” Chicago, A. W. Shaw 
Co. 1921. 
“Applied Business Finance,” Chicago, A. W. Shaw Co., 
1925. 

Lough, William H., “Corporation Finance,” New York, Alexander 
Hamilton Institute, 1913; “Business Finance,’ New York, 
Ronald Press, 1922. 

Lyon, Walter Hastings, “Capitalization,” Boston and New York, 
Houghton Mifflin Co., 1912. 

Mead, Edward S., “Corporate Finance,” (5th ed.), New York, Lon- 
don, D. Appleton & Co., 1923. 

Mead, Edward S., and Scholz, K. W. H., “Rudiments of Business 
Finance,” New York, D. Appleton & Co., 1926: 

Nelson, Milton M., “Readings in Corporation Finance,’ New York, 
Ronald Press, 1926. 

Page, R. G., and Gates, Payson G., “The Work of Corporate Trust 
Departments,” New York, Prentice-Hall, Inc., 1926. 

Reed, H. L., “Principles of Corporation Finance,” Boston, Houghton 
Mifflin Co., 1925. 

Simons, A. J., “Holding Companies,’ New York, Putnam & Sons, 


19247; 
Sullivan, J. J., “American Corporations,” New York, D. Appleton & 
CoAs1927 


Corporation Finance—Legal 


Berle, A. A., Jr., “Protection of Non-Voting Stock,” Harv. Bus. Rev., 
Vol. 4, No. 3, April, 1926, pp. 257-265. 

Bonbright, J. C., “No-Par Stock.” Its Economic and Legal Aspects,” 
Quart. Jour. Econ., Vol. 38, May, 1924, pp. 440-465. 

Campbell, H. B., “Legal Aspects of the Transfer of Securities,’ New 
York, Doubleday Page & Co. (for I. B. A. of A.), 1920. 

Corporation Trust Co., “Shares without Par Value: Synopsis of State 
Laws Authorizing Their Issue,” New York, Corporation 
ol rust Can 1926: 

Dewing, A. S., “Creditors’ Committee Receiverships,” Harv. Bus. Rev., 
_Vol. 1, No. 1, October, 1922, pp. 31-43. 

Jordan, H. W., “Legal Status of Non-Cumulative Preferred Stock,” 
Harv. Bus. Rev., Vol. 4, No. 4, July, 1926, pp. 495-500. 

Robbins, C. B., “No-Par Stock, Legal, Financial, Economic and Ac- 
counting Aspects,’ New York, Ronald Press, 1927. 

Stetson, Francis Lynde, et al., “Some Legal Phases of Corporate Fi- 
nancing, Reorganization and Regulation,” New York, 
Macmillan Co., 1917. 

Stockwell, H. G., “The Corporate Receiver,” Harv. Bus. Rev., Vol. 
5, No. 3, April, 1927, pp. 358-365. 
“The Dividend Limit,” Harv. Bus. Rev., Vol. 5, No. 4, 
July, 1927. 


CLASSIFIED BIBLIOGRAPHY 87 


nm 


Bank Stocks 


Bogen, J. I., “McFadden Law Permits Split up of Bank Stocks,” 
Annalist, February 18, 1927, p. 2 ff. 

Gourrich, Paul, in the Annalist: “The Value of Bank Shares as Invest- 
ments,” March 23, 1925, p. 413 ff., March 30, 1925, p. 
445 ff., April 20, 1925, p. 550 ff.; “Bank Shares: The 
Equitable Trust Co., of N. Y.,” May 4, 1925, p. 613 f£.; 
“Testing the Value of a Bank Stock,” June 29, 1925, p. 
869 ff.; “A Survey of New York Banks and Banking,” 
July 17, 1925, p. 53 ff.; “Changing Trends in New York 
City Banking,” July 31, 1925, p. 117 ff.; “Banking Posi- 
tion of the New York Federal Reserve Bank,” Aug. 14, 
1925, p. 183 ff.; “A Study of Changes in New York 
Banks,” Sept. 4, 1925, p. 279 ff.; “Investment Values in 
New York City Bank Stocks,” Sept. 11, 1925, p. 309 ff.; 
“Analysis of the Banking Economy of New York City: 
Price Determining Ratios of New York Bank Stocks,” 
Dec. 25, 1925, p. 796 ff., Feb. 3, 1926, p. 212 ff.; “Finan- 
cial Analysis of New York City National Banks,” June 4, 
1920; Dp: .7,7 241k 

Preston, H. H., “The McFadden Banking Act,” Amer. Econ. Rev., 

Vol.e17,.No.°2,, June, 1927, pp.: 201-218. 

U. S. Comptroller of the Currency, “Annual Reports,” Washington, 
Govt. Printing Office. 

Woodward, Walter H., “Profits in Bank Stocks,” New York, Mac- 
millan Co., 1927. 


Bonds 


Annals of American Academy of Political and Social Science, ‘Bonds 
and the Bond Market” (various titles), Annals Amer. 
Acad. of Pol. and Soc. Sci., Vol. 88, No. 177, March, 1920. 

Brown, P. W., “Determination of Net Earnings Available for Bond 
Interest,” Harv. Bus. Rev., Vol. 2, No. 1, October, 1923, 
pp. 108-113. 

Carret, P. L., “Buying a Bond” (reprint of a series of articles on bond 
buying which originally appeared in Barron’s Weekly), 
Boston, Hugh Bancroft, 1926. 

Dewing, A. S., “The Position of Income Bonds as Illustrated by Those 
of the Central of Georgia Railway,” Quart. Jour. Econ., 
Vol. 25, No. 2, February, 1911, pp. 390-405. 

Jordan, H. W., “Debentures: The Purpose They Serve and How They 
Are Issued,’ London, Jordan & Sons, 1920. 

Lownhaupt, Frederick, “Investment Bonds, Their Issue and Their 
Place in Finance,” New York and London, Putnam & 
Sons, 1908. 

McClelland, R. A., “What Is Behind the Legend on Your Bond, 
Annalist, June 22, 1925, p. 839 ff., June 29, 1925, P. 871 
ff., July 10, 1925, p. 10 ff. 


876 CLASSIFIED BIBLIOGRAPHY 


Mitchell, T. W., “The Collateral Trust Mortgage in Railway 
Finance,” Quart. Jour. Econ., Vol. 21, May, 1906, pp. 
443-407. 

Pearson, A. W., “Advisability of Purchasing Bonds at the Time of 
Issue,’ Harv. Bus. Rev., Vol. 3, No. 1, October, 1924, 
Pp. 90-99. 

Potter, J., ‘““Debentures,” Accountant, No. 1977, Vol. 47, Oct. 26, 
IQ12, pp. 526-531. 

Ripley, W. Z., “Collateral Trust Bonds,” Railway Age Gazette, Vol. 
42, January 12, 1912, pp. 48, 49. 

Rollins, Montgomery, “Convertible Bonds and Stocks,” Annals Amer. 
Acad. of Pol. and Soc. Sci., Vol. 35, No. 3, May, 1910, 
pp. 579-592. 
See also “Convertible Securities,” Boston, The Financial 
Pub, wo. O13: 

Simonson, Frederick P., ‘Debentures and Debenture Stock,” Institute 
of Bankers’ Jour., Vol. 19, pp. 249-264. 


Business Conditions and Investing 


Adams, A. B., “Profits, Progress and Prosperity,” New York, Mc- 
Graw-Hill Book Co., 1927. 
“Economics of Business Cycles,” New York, McGraw- 
Hill Book Co., 1925. 

Anderson, Montgomery D., “Economics of Business Fluctuation in 
United States, 1919-1925,” Amer. Econ. Rev., Vol. 17, 
No, 2, June, 1927, pp: 230-2722 , 

Annalist Index of Business Activity, Annalist, Feb. 16, 1925, p. 253 
ft); Marchi 16, 1625." p. 30118, Nov20, 1925, p. Oa 58tts 
Jan. 28, 1927, p. 163 ‘ff. 

Axe, Emerson W., “The Construction of Business Activity Indexes,” 
Annalist, Nov. 6, 1925, p. 575 ff. 

Axe, Emerson W., and Houghton, Ruth, in the Annalist: “A Bi- 
monthly Index of Business Conditions since 1884,” Jan. 15, 
1926, p. 115 ff.; “An Index of Industrial Stock Prices, 
1883-1926,” April 30, 1926, p. 614 ff.; ““The Stock Mar- 
ket as a General Business Forecaster,” Aug. 13, 1926, p. 
204 ff., Aug. 20, 1926, p. 237 ff.; “Commercial Paper as a 
Stock Market Barometer: Statistical Survey of the Entire 
Period 1884-1926,” Sept. 24, 1926, p. 399 ff.; “Time 
Money, a Neglected Forecaster: A Critical Examination 
of the Period 1890-1926,” Feb. 4, 1927, p. 198 ff.; “The 
Bond Market as a Stock Market Forecaster,” Aug. 19, 
1927, pil 2 ft. 

Baker, Gladden W., “Street Loans and the New York Money Mar- 
ket,” Annalist, Feb. 12, 1926, p. 243. ff. 

Brookmire, J. H., “Methods of Business Forecasting Based on Funda- 
mental Statistics,” Amer. Econ. Rev., Vol. 3, No. 1, 


March, 1913, pp. 44-58. 


CLASSIFIED BIBLIOGRAPHY 877 


Burgess, W. R., “Factors Affecting Changes in Short Term Interest 
Rates,” Jour. Amer. Stat. Assn., June, 1927, p. 7 ff. 

Crum, W. L., and Vanderblue, H. B., “Manufacturing Operations 
and the Business Cycle,” Harv. Bus. Rev., Vol. 3, No. 2, 
January, 1925, pp. 171-184. 
“The Relations of a Commercial Bank to the Business 
Cycle,” Harv. Bus. Rev., Vol. 3, No. 3, April, 1925, pp. 
297-311. 
“Coal Mining and the Business Cycle,” Harv. Bus. Rev., 
Vol. 4, No. 1, October, 1925, pp. 71-77. 

Day, E. E., “An Index of the Physical Volume of Production,” Re- 
print from Review of Economic Statistics, September, 1920, 
to January, 1921, Cambridge, 1921. 

Dewing, A. S., “Investment and the Industrial Cycle,” Harv. Bus. 
Rev., Vol. 2, No. 1, October, 1923, pp. 1-12. 

Edelin, B., “Minor Swings in the Stock Market,” Philadelphia, Dor- 
rance & Co., 1924. 

Federal Reserve Bulletin, ““An Index of Employment in Manufacturing 
Industries,” December, 1923, p. 7 ff.; “Revised Index of 
Industrial Statistics,’ March, 1924, p. 6 ff.; “Brokers 
Loans, November, 1926, p. 8 ff.; “A New Index of Pro- 
duction,” February, 1927, p. 4 ff.; “A New Index of 
Wholesale Distribution,” December, 1927, p. 11 ff. 

Fisher, I., “Our Unstable Dollar and the So-Called Business Cycle,” 
Jour. Amer. Stat. Assn., Vol. 20, New Series, No. 150, 
June, 1925, pp. 179-202. 
“New Index Numbers of Stock Sales and Prices,” An- 
nalist, Jan. 15, 1927, p. 117 ff. 

Foss, Chas. W., “Statistical Defects of Car Loadings Figures,” dAn- 
nalist, Oct. 16, 1925, p. 475. 

Frederick, J. G., “Business Research and Statistics,’ New York, D. 
Appleton & Co., 1920. 

Hall, Lincoln W., “Banking Cycles,” Philadelphia, Univ. of Penn. 
Press, 1927. 

Hamilton, W. P., “The Stock Market Barometer,’ New York, 
Harper & Bros., 1922. 

Hansen, A. H., “Business Cycle Theory,” Boston, Ginn & Co., 1927. 

Hardy, C. O., and Cox, G. U., “Forecasting Business Conditions,” 
New York, Macmillan Co., 1927. 

Hastings, H. B., “Costs and Profits, Their Relation to Business 
Cycles,” Boston & New York, Houghton Mifflin Co., 


1923. 

Ingalls, W. R., “Our Wealth and Savings to 1924,” Annalist, June 
TH 1924) 'p..2 ff. 

Jordan, D. F., “Practical Business Forecasting,” New York, Prentice- 
Hall, Inc., 1927. 

Karsten, K. G., “The Harvard Business Index: A New Interpreta- 
tion,” Jour. Amer. Stat. Assn., December, 1926, p. 20 ff. 


878 CLASSIFIED BIBLIOGRAPHY 


Leighton, Herbert J., “Total Car Loadings as a Business Index,” An- 
nalist, Nov. 6, 1925, p. 574. 

Lincoln, E. E., in Harvard Business Review: “Sales and Orders as an 
Aid to Forecasting,’ Vol. 5, No. 1, October, 1926, pp. 
41-46; “Electric Power Production as an Index of Business 
Volume,” Vol. 5, No. 3, April, 1927, pp. 339-344. 

Loucks, W. N., “Profit Margins as Business Forecasters,” Annalist, 
INOvr 27.1025.) D-n0eOs ik 

Marshall, H., “Differentiation in Index Numbers of Security Prices,” 
Jour. Amer. Stat. Assn., March, 1927, p. 6 ff. 

Mathews, A. M., “New York Bank Clearings and Stock Prices, 1866- 
1914,” Rev. Econ. Stat., October, 1926, p. 15 ff. 

Mitchell, W. C., “Business Cycles, the Problem and Its Setting,’ New 
York; National Bureau of Economic Research, Inc., 1927. 
“The Crisis of 1920 and the Problem of Controlling Busi- 
ness Cycles,” Proceedings of Amer. Econ. Assoc., 4 mer. 
Econ. Rev., Supplement, March, 1922, Vol. 12, No. 1, 
pp. 20-33. 
“A Critique of Index Numbers of the Prices of Stocks,” 
Jour. Pol. Econ., Vol. 24, July, 1916, pp. 625-693. 
“American Security Prices and Interest Rates,” Jour. Pol. 
Econ., Vol. 24, February, 1916, pp. 126-157. 

Mitchell, Waldo F., “Interest Cost and the Business Cycle,” Amer. 
Econ. Rev., Vol. 16, No. 2, June, 1926, pp. 209-222. 

Moore, Henry L., “Economic Cycles: Their Law and Cause,’ New 
York, Macmillan Co., 1914. 

Owens, R. M., and Hardy, C. O., “Interest Rates and Stock Specula- 
tion,” New York, Macmillan Co., 1925. 

Persons, W. M., Foster, W. T., and Hettinger, A. J., Jr., editors, 
“The Problem of Business Forecasting, Publications of the 
Pollak Foundation,” No. 6, Boston and New York, Hough- 
ton Mifflin Co., 1924. 

Persons, W. M., “Construction of a Business Barometer Based upon 
Annual Data,” Amer. Econ. Rev., Vol. 6, No. 4, Decem- 
ber, 1916, pp. 739-769. 
“The Crisis of 1920 in the United States: A Quantitative 
Survey,” Proceedings of Amer. Econ. Assoc., Amer. Econ. 
Rev., Supplement, March, 1922, Vol. 12, No. 1, pp. 5-19. 
“An Index of General Business, 1875-1913,” Rev. Econ. 
Stat., January, 1927, p. 10 ff.; “Revision of the Index of 
General Business Conditions,’ Rev. Econ. Stat., April, 
1926, p. 5 ff. 

Presley, F. W., “The Economic Cycle; Its Application to Buying, 
Selling, Production, Investments,” Cambridge, Mass., Har- 
vard University Press, 1925. 

Richter, F. E., “Imports: Forecast our Business Activity,” Annalist, 
July 30, 1926, p. 139 ff. 


CLASSIFIED BIBLIOGRAPHY 879 


Rogers, James H., “The Effect of Stock Speculation on the New York 
Money Market,” Quart. Jour. of Econ., May, 1926, pp. 
435-462. 

Snyder, Carl, “The Influence of the Interest Rate on the Business 
Cycle,” Amer. Econ. Rev., Vol. 15, No. 4, December, 
1925, pp. 684-700. 

“Business Cycles and Business Measurements,” New York, 
Macmillan Co., 1927. 

“A New Index of Business Activity,” Jour. Amer. Stat. 
oe Vol. 19, New Series, No. 145, March, 1924, pp. 
36-42. 

“New Measures of the Business Cycle,’ Harv. Bus. Rev., 
Vol. 3, No. 1, October, 1924, pp. 1-7. 

“A New Index of the General Price Level from 1875,” 
Jour. Amer. Stat. Assn., Vol. 19, New Series, No. 146, 
June, 1924, pp. 189-195. 

“A New Clearings Index of Business for Fifty Years,” 
Jour. Amer. Stat. Assn., Vol. 19, New Series, No. 147, 
September, 1924, pp. 329-335. 

“The Revised Index of the Volume of Trade,” Jour. 
Amer. Stat. Assn., Vol. 20, New Series, No. 151, Septem- 
ber, 1925, pp. 397-404. 

“A New Index of the Volume of Trade,” Jour. Amer. 
Stat. Assn., New Series, No. 144, Vol. 18, December, 1923, 
Pp. 949-963. 

Sprague, Oliver M. W., “History of Crises under the National Bank- 
ing System (in United States National Monetary Com- 
mission Series), U. S.,” 61st Cong., 2nd Sess., Sen. Doc. 
538, Washington Govt. Printing Office. 

Thomas, W., “Construction of an Index Number of Production,” 
Jour. Amer. Stat. .Assn., September, 1927, p. 16 ff. 

Vance, R., “Business and Investment Forecasting” (2d ed.), Revised, 
New York, Harper & Bros., 1925. 

Vanderblue, Homer B., and Crum, William L., “The Iron Industry 
in Prosperity and Depression,’ Chicago and New York, 
A. W. Shaw Co., 1927. 

Warshow, H. T., “Inventory Valuation and the Business Cycle,” 
Harv. Bus. Rev., Vol. 3, No. 1, October, 1924, pp. 27-34. 


Electric Light and Power Investments 


‘Arent, L., “Electric Light Franchises in New York City,” The Colum- 
bia University Studies in History, Economics and Public 
Law, Vol. 87, No. 201, New York, Longmans, Green & 
Co., 1919. 

Baker, Benjamin, in the Annalist: “Electric Connections of the United 
States: Keyed Map of Principal Systems and Their Con- 
trol,” May 14, 1926, p. 676 ff.; “New England Electric 
Power and Interconnection,’ June 11, 1926, p. 803 ff; 


880 CLASSIFIED BIBLIOGRAPHY 


“Electric Interconnection and Power Development in the 
Middle Atlantic States,” July 16, 1926, p. 73 ff.; “Elec- 
tric Interconnection in the Ohio-West Virginia Penn- 
sylvania Region,” Sept. 17, 1926, p. 365 ff. 

Bonbright & Co., “A Study of Power and Light Investments,” New 
York, Bonbright & Co., 1924. Also “Bonbright Survey, 
Electric Power and Light Companies of the United States” 
(4th ed.), McGraw-Hill Book Co., New York, 1927. 

Cabot, Philip, “Electric Rates and Holding Companies,” Annalist, 
May -24,° 1927, pe 749. 

Cushing, H. C., and Harrison, Newton, “Central Station Manage- 
ment,” New York, Van Nostrand Co., 1916. 

Edison Illuminating Co. of Detroit, “The Development of Scientific 
Rates for Electrical Supply,” Reprints of Original Rate 
Papers, Detroit, 1915. 

Dwight, Theodore, “Electric Connection in Economic Region 4—the 
Industrial South,” Annalist, Oct. 15, 1926, p. 499 ff. 

Lincoln, Edmund E., “The Results of Municipal Electric Lighting in 
Massachusetts,’ Boston and New York, Houghton Mif- 
flin Co., 1918. 
Loomis, A. E., “The Financial Structures of Power and Light Com- 
panies,’ Elec. World, May 10, 1924, p. 4 ff. 
Massachusetts Board of Gas and Electric Light Commissioners, ‘“An- 
nual Reports,” 1899 to date. 

Nash, L. R.. “New Light on Diversity Factors,” Stone and Webster 
Pub. Service Jour., Vol. 17, August, 1915, pp. 82-91. 
“Demand Electric Rates as Affected by Commission Regu- 
lation,” Stone and Webster Pub. Service Jour., Vol. 15, 
December, 1914, pp. 432-437. 

National Electric Light Association, Standard Classification of Ac- 
counts, Compiled by the Accounting Section of the National © 
Electric Light Association, New York, James Kempster 
Printing Co., 1914. 

National Electric Light Association Proceedings, Annual, since 1905. 

Putnam, Rufus, “Electric Interconnection in the Great Lakes Region,” 
Annalist, Dec. 17, 1926, p. 787 ff. 

Stewart, D., “The Dividend Record of Preferred Stocks of Electric 
Utilities,” Jour. Land and Public Utility Econ., July, 
1926, p. 2 ff. 

Stewart, John L., “Consolidation in the Electric Utility Industry,” 
Annals Amer. Acad. of Pol. and Soc. Sci., Vol. 118, March, 
1925, pp. 149-162. 

U. S. Federal Trade Commission, “Control of Power Companies,” 
Sen. Doc. No. 213, 69th Cong., 2nd Sess., Govt. Printing 
Office, 1927. 

Watkins, G. P., “Electrical Rates: the Load Factor and the Density 
Factor,” Quart. Jour. Econ., Vol. 30, May, 1916, pp. 
519-545. 


CLASSIFIED BIBLIOGRAPHY 881 


Electric Railway Securities 


American Electric Railway Association, Bulletins. 

Beeler, John A., “Report and Appraisal of the Boston Elevated Rail- 
way Co.,” Boston, Mass., to the Public Service Commis- 
sion, Commonwealth of Massachusetts, November, 1917. 

Carmen, H. J., “The Street Surface Railway Franchises of New York 
City,” The Columbia University Studies in History, Eco- 
nomics, and Public Law, Vol. 88, No. 1, New York, Long- 
mans, Green & Co., 1919. 

Cunningham, W. M., “Electric Railway Stocks,” Annals Amer. Acad. 
of Soc. and Pol. Sci., Vol. 35, 1910, pp. 657-673. 

Doolittle, F. W., “The Present and Future Development of Inter- 
urban Railways,” Elec. Ry. Jour., Vol. 48, No. 10, Sept. 
2, 1916, pp. 392-395. 

Emery, J. A., “Statistical Units Used in Analysis of Electric Railway 
Accounts,” Elec. Ry. Jour., Vol. 42, No. 150, Oct. 16, 
1913, pp. 815-818. 

Fisher, Louis E., “Economics of Interurban Railways,” New York, 
McGraw-Hill Book Co., 1914. 

Frothingham, F. E., “Electric Railway Finance,’ New York, Amer. 

’ Elec. Ry. Assn., 1921. 

Newman, T. K., “The Future of Street Railway Financing,” New 
York, Amer. Elec. Ry. Assn., 1921. 

Stevens, R. P., “Electric Railway Financing,” Elec. Ry. Jour., Oct. 10, 
1025, pci it 

Wilcox, D. F., “The Electric Railway Problem,” New York, The 
Author, 1921. 

Woodworth, A. V., “Some Street Railway Reorganizations,” Harv. 
Bus. Rev., Vol. 4, No. 2, January, 1926, pp. 187-195. 


Federal Farm Loan Bonds and Farm Mortgages 


Benner, Claude Leon, “The Federal Intermediate Credit System,” New 
York, Macmillan Co., 1926. 

Cummings, J. E., “U. S. Government Bonds as Investments,” Annals 
Amer. Acad. Pol. and Soc. Sci., Vol. 87, January, 1920, 
pp. 158-167. 

Black, A. G., and Black, J. D., “The Principles Involved in Farm 
Land Appraisal Procedure for Loan Purposes,” Jour. 
Land and Public Utility Econ., October, 1926, p. 12 ff. 

Eliot, Clara, “The Farmer’s Campaign for Credit,” New York,” D: 
Appleton & Co., 1927. 2 

Holt, W. S., “The Federal Farm Loan Bureau, Its History, Activities 
and Organization,” Baltimore, Institute for Gov. Research, 
Monographs, No. 34, Johns Hopkins Press, 1924. 


882 CLASSIFIED BIBLIOGRAPHY 


Johnson, G., ‘““The Appraisal of Iowa Farm Land Values by an Insur- 
ance Company,” Jour. Land and Public Utility Econ. 
October, 1926, p. 5 ff. 

Lassale, Edw., in the Annalist: “The Economic Basis of Joint Stock 
Land Banks,” April 9, 1926, p. 503 ff.; “The Financial 
Machinery of Joint Stock Land Banks,” May 7, 1926, p. 
645 ff.; “Financial Analysis of Joint Stock Land Banks,” 
June 25, 1926, p. 867 ff. 

Putnam, Geo. E., “The Federal Farm Loan System,” Amer. Econ. 
Rev., Vol. 4, No. 1, March, 19fr9, pp. 57, 58. 

Robins, K. N., “The Farm Mortgage as an Investment,’ New York, 

‘ Scribner Sons, 1919. 

Stoyle, Richard S., “Farm Loan Bonds under the Rural Credits Act,” 
Annals Amer. Acad. of Pol. and Soc. Sct., Vol. 88, March, 
1920, pp. 95-102. 

U. S. Federal Farm Loan Board, “Annual Reports,’ Washington. 

U. S. Federal Farm Loan Bureau, “Circular No. 20,” Federal Farm 
Loan Act as amended to January 1, 1924. Washington 
Govt. Printing Office, 1924. 

U. S. House, Committee on Banking and Currency, Hearings before, 
on Federal Farm Loan Act, 67th Cong., 4th Sess. on H. R. 
13125 (as revised and numbered H. R. 14041). 

Welton, A. D., “Agriculture Credit Facilities—Are They Ample?” 
Annals Amer. Acad. of Pol. and Soc. Sci., Vol. 117, No. 
1, January, 1925, pp. 69-77. 

Wright, Ivan, “Farm Mortgage Financing,’ New York, McGraw- 
Hill Book Co., 1923. 


Foreign Securities 


Adams, Henry C., “International Supervision over Foreign Invest- 

ments,’ Amer. Econ. Rev., Vol. 10, No. 1, March, 1920, 
pp. 58-67. 
“International Supervision over Foreign Investments,” Pro- 
ceedings 32nd Annual Meeting Amer. Econ. Assn., Amer. 
Econ. Rev., Supplement, March, 1920, Vol. 10, No. 1, pp. 
58-67. 

Annals of American Academy of Political and Social Science, Vol. 136, 
Part IV, “The Investment of American Capital in Europe 
and Its Probable Effect on American Foreign Policy,” vari- 
ous articles; Vol. 120, Part IV, “Foreign Investments and 
International Peace,” various articles. 

Beebe, H. F., “Foreign Securities,” Report presented at 15th annual 
meeting of I. B. A. of A., Chicago, I. B. A. of A. 
Educ. Dept., 1926. 

Davies, A. E., “Investments Abroad,” Chicago, A.W. Shaw Co., 1927. 

Dunn, R. W., “American Foreign Investments,” New York, Viking 
Press, 1926. 


CLASSIFIED BIBLIOGRAPHY 883 


Edwards, G. W., “Investing in Foreign Securities,’ New York, Ronald 
Press, 1926. 
“American Policy with Reference to Foreign Investments 
Proceedings,” Amer. Econ. Assn., Amer. Econ. Rev., Vol. 
14, No. 1, March, 1924, pp. 26-42. 

Fisk, H. E., “English Public Finance, from the Revolution of 1688” 
(with chapters on the Bank of England), New York, 
Bankers’ Trust Co., 1920. 

Gottlieb, L. R., “Indebtedness of Principal Belligerents,” Quart. Jour. 
Econ., Vol. 33, May, 1919, pp. 504-531. 
“Debts, Revenues and Expenditures,” and ‘Note Circula- 
tion of the Principal Belligerents,” Quart, Jour. of Econ., 
Vol. 33, November, 1919, pp. 161-205. 

Hallinan, C. T., “American Investments in. Europe,” Europe Hana- 
books, London, George Routledge, 1927. 

Hobson, C. K., “The Export of Capital,’ New York, Macmillan Co., 
IQI4. 

Kemmerer, Edwin Walter, “The Theory of Foreign Investments,” 
Annals Amer. Acad. of Pol. and Soc. Sci., Vol. 68, No- 
vember, 1916, pp. I-10. 

Kimber, Albert W., “Foreign Government Securities,’ New York, 

A. W. Kimber & Co., 1919. 

Kies, W. S., “Latin American Securities,’ Annals Amer. Acad. of Pol. 
and Soc. Sci., Vol. 88, March, 1920, pp. 144-156. 

Lamont, T. W., “Foreign Government Bonds,’ Annals Amer. Acad. 
of Pol. and Soc. Sci., Vol. 88, March, 1920, pp. 121-130. 

Lasswell, Harold D., “Political Policies and the International Invest- 
ment Market,” Jour. Pol. Econ., Vol. 31, No. 3, June, 
1923, pp. 380-400. 

Laughlin, James, “Credit of the Nations, a Study of the European 
War,” New York, Scribners Sons, 1918. 

Lill, T. R., “National Debt of Mexico, History and Present Status,” 
New York, Searle, Nicholson, Oakley & Lill, 1919. 

MacPherson, G. A., “Canadian Bonds,” Annals Amer. Acad. of Pol. 
and Soc. Sci., Vol. 88, March, 1920, pp. 139-144. 

Pratt, Edward E., “Foreign Investments,” Proceedings of the Fourth 
Amer. Conv, of the I. B. A. of A., 1915, pp. 155-175. 

Raymond, W. Lee, “American and Foreign Investment Bonds,” Bos- 
ton and New York, Houghton Mifflin Co., 1916. 

Redmond & Co., “Second World Economic Chart,” covering vital 
statistics and economic information regarding the impor- 
tant nations of the world, New York, 1927. 

Rosenthal, Arthur J., “Foreign Corporate Bonds in the American 
Market,” Annals Amer. Acad. of Pol. and Soc. Sci., Vol. 
88, March, 1920, pp. 130-139. 

Roussin, L. G., “Some Aspects of War Finance,” Econ. Journal, Vol. 
29, March, 1919, pp. 37-48. 

Seligman, Edwin R. A., “Comparative Tax Burdens in the Twentieth 
Century,” Pol. Sci. Quart., Vol. 39, No. 1, pp. 106-146. 


884 CLASSIFIED BIBLIOGRAPHY 


Sheldon, James, ‘““The Need for American Investment in Foreign Se- 
curities,” Annals Amer. Acad. of Pol. and Soc. Sci., Vol. 
88, March, 1920, pp. 114-121. 

Taussig, F. W., Germany's Reparations Payments,’ Amer. Econ. 
Ree Vol. 10, No. 1, March, 1920, pp. 33-49. 

“United States National Monetary ‘Commission” (Hirst, I. W.), The 
Credit of Nations, 61st Cong., 2nd Sess., Doc. No. 579. 
Washington Govt. Printing Office, 1910. 

Wilson, H., “The Relation of Government to Foreign Investment,” 
Unnals Amer. Acad. of Pol. and Soc. Sci., Vol. 68, No. 
157, November, 1916, pp. 298-312. 

Winkler, M., “America, the World’s Banker: A Summary of Amer- 
ican Foreign Investments, Information Service, Vol. 3, 
special supplement, No. 3, New York, Foreign Policy 


Assn., 1927. 
Withers, Hartly, “International Finance,’ New York, Dutton & Co., 
1916. 


Gas Company Securities 


Dawes, Rufus C., “The Modern Gas Company as Security for Bonds,” 
Proc. of the Third Annual Cony. of the I. B. A. of A,, 
1914, pp. 179-188. 

Leeds, Edward P., “Analysis of Gas Corporation Accounts,” “Gas 
Age,’ Vol. 39, Feb. 16, 1917. 


Industrial Securities 


Anderson, S. W., “Provisions of Industrial Preferred Stocks,” Harv. 
Bus. Rev., Vol. 6, No. 1, October, 1927, pp. 32-43. 

Badger, Ralph E., “Valuation of Industrial Securities,’ New York, 
Prentice-Hall, Inc., 1925. 

Coburn, F. G., “Financial Investigations of Industrials,’ Harv. Bus. 
Rev., Vol. 2, No. 2, January, 1924, pp. 154-159. 

Collver, C., “Industrial Securities, in Outline,” New York, Doubleday 
Page & Co., 1921 (for I. B. A. of A.). 
“How to iAnalyee Industrial Securities,’ New York, 
Moody’s Investors Service, 1917. 

Gray, J. H., “How Does Industrial Valuation Differ from Public 
Utility Valuation,’ New York, Amer. Soc. of Mech. Eng., 
1916, p. 36, Pamphlet Reprint. 

Harvard Business Review, ‘A Study in Investment Values of Indus- 
trial Bonds,’ Harv. Bus. Rev., Vol. 3, No. 2, January, 
1925, pp. 222-228. 

Lowenhaupt, F., “Industrial Bonds,” Moody’s Magazine, Vol. 8, Sep- 
tember, 1909, pp. 197-201. 

Meyer, Edgar J., “Industrial Stocks as Taveceeate Annals Amer. 
Acad. of Pol. and Soc. Sci., Vol. 35, No. 3, May, 1910, 
pp. 674-679. 


CLASSIFIED BIBLIOGRAPHY 885 


Moody, John, “Industrial Bonds,” Annals Amer. Acad. of Pol. and 
Soc. Sci., Vol. 88, No. 176, February, 1920, pp. 73-79. 
“Preferred Stocks as Investments,” Annals of Amer. Acad. 
of Pol. and Soc. Sci., Vol. 35, 1910, pp. 545-553. 

Norris, G. W., “The Investor and the Industrial Enterprise,” dnnals 
Amer. Acad. of Pol. and Soc. Sci., Vol. 85, September, 
1919, pp. 279-286. 

Pogue, Joseph E., “A Price Index of Oil Stocks,” Jour. Amer. Stat. 
Assn., Vol. 17, New Series, No. 136, December, 1921, 
pp. 953-957. 

Sakolski, A. M., ““The Merits of Industrial Securities,” Jour. of Acct., 
Walls T2.5No.03y | July.) rors 

Schmidt, L. W., “Analysis of the Industrial Markets,’ Moody’s Mag- 
azine, Vol. 19, No. 12, December, 1916, pp. 619-625. 

Sterrett, J. E., “The Comparative Yield on Trade and Public Service 
Investment,” Amer. Econ. Rev., Vol. 6, No. 1, March, 


1916, pp. 1-9. 
Institutional and Trustee Investments 


Clark, Horace F., and Chase, Frank A., “Elements of the Modern 
Building and Loan Associations,’ New York, Macmillan 
Coir 1935, 

Crisculo, L., “A Study of the List of Legal Investments Issued by the 
New York State Banking Department,” Bankers’ Maga- 
zine, Vol. 90, No. 4, April, 1915, pp. 447-451. 
“Legal Investments in New York State,” Bankers’ Maga- 
zine, Vol. 91, No. 1, July, 1915, pp. 36-41. 

Dawson, A. F., “National Banks Real Estate Loans,” Amer. Bankers 
Assoc. Jour., March, 1927, p. 4 ff. 

Edwards, G. W., “The Changing Investment Policy of American 
Banks,” Bankers’ Magazine, February, 1927, p. 4 ff. 

Kirkbridge, Franklin B., Sterrett, J. E., and Willis, H. P., “The 
Modern Trust Company; Its Functions and Organiza- 
tion,’ New York, Macmillan Co., 1925. 

Kniffin, Wm. H., “The Savings Bank and Its Practical Work,” New 
York, The Bankers Pub. Co., 1928. 

Lungar, J. B., “Investment of Insurance Funds, Yale Insurance Lec- 
tures,” Vol. 1, pp. 144-161, New Haven, Tuttle & Moore- 
house, 1903. 

McKinney, F. C., “Liabilities of Trustees for Investments: General 
Principles, Statutes and Decisions of Various States,” New 
York, Trust Companies Magazine, 1914. 
“Trust Investments: General Principles, Statutes and De- 
cisions of the Various States, Including Laws Governing 
Investments by Savings Banks in the Leading States, and 
a List of Legal Investments in Conn., Mass., and New 
York,” New York, Press of Trust Companies, May, 1927 
(and ed. and rev. and enlarged). 


886 CLASSIFIED BIBLIOGRAPHY 


Richter, E. E., and Standish, Alexander, “Investment of Banks and 
Insurance Companies,’ Harv. Bus. Rev., Vol. 3, No. 4, 
July, 1925, pp. 414-423. 

Riegel, Robert, and Doubman, J. Russell, “The Building and Loan 
Association,’ New York, John Wiley & Sons, Inc., 1927. 

Rollins, Montgomery, “Laws Regulating the Investment of Bank 
Funds: A Compilation of Laws of the Various States,” 
Boston, M. Rollins, Original, 1905. 

Rosenthal, Henry S., “Cyclopedia of Building, Loan and Savings 
Associations (5th ed.), Cincinnati, Amer. Building Assn. 
News Pub. Co., 1923. 

Zartman, L. W., “Investments of Life Insurance Companies,” New 


York, Henry Holt & Co., 1909. 


Insurance Stocks 


Annual Reports, Commissioner of Insurance, New York, Connecticut, 
Rhode Island, and Massachusetts, particularly. 

Best’s and Spectator Reports. See Manuals. 

Best’s “Insurance Guide” (with key ratings. to all licensed joint stock, 
fire, marine, casualty, surety, and miscellaneous insurance 
companies . . . operating in the United States), New 
York, Alfred M. Best Co., Annual. See also “Best’s Life 
Insurance Reports,” and “Fire and Marine, Annual.” 

Forsyth, C. H., “Mathematical Theory of Life Insurance,” New York, 
Henry Holt & Co., 1924. 

Gephart, William F., “The Principles of Insurance,’ New York, 
Macmillan Co., 1911. 

Huebner, Solomon S., ‘““The Economics of Life Insurance,” New York, 
D. Appleton & Co., 1927. 

“Life Insurance; a Text Book,’ New York, D. Appleton & 
Cow 1923" 

“Life Insurance in its Relation to Thrift,” Annals Amer. 
Acad. of Pol. and Soc. Sci., Vol. 87, January, 1920, pp. 
183-189. 

Knight, Charles K., “Advanced Life Insurance,” New York, J. Wiley 
& Sons, 1926. 

MacLean, Joseph B., “Life Insurance,’ New York, McGraw-Hill 
Book Co., 1924. 

Motelle, A., in the Annalist: “Insurance Stocks as Investments,” Aug. 
21, 1925) p..215 7h; Aug. 28)°1925,tp.°247. 3) Avstudy 
of Investment Policies of Insurance Companies,” Nov. 13, 
1925, p. 605 ff.; “The Stock Holdings of Insurance Com- 
panies,” Nov. 27, 1925, p. 667 ff.; “Bond Holdings of In- 
surance Companies,” Dec. 4, 1925, p. 701 ff.; “Industrial 
Stock Holdings of Insurance Companies,” Dec. 11, 1925, 
p. 733; “Preferred Stock Holdings of Insurance Com- 
panies,” Jan. 1, 1926, p. 4 ff.; “Title and Mortgage Com- 
pany Investment Holdings,” Jan. 29, 1926, p. 179, ff.; and 


CLASSIFIED BIBLIOGRAPHY 887 


“Earnings of,’ Feb. 5, 1926, p. 215 ff.; “Financial Ma- 
chinery of Fire Insurance Companies,” Feb. 26, 1926, p. 
307 ff.; “Fire and Marine Insurance Company Earnings,” 
March 5, 1926, p. 339 ff.; “Price Determining Rates of - 
Fire Insurance Stocks,” March 19, 1926, p. 403 ff. 
Nerlove, S. H., “Investments Subsidize Fire and Marine Insurance 
Business,” Jour. Pol. Econ., February, 1927, p. 9, ff. 
Riegel, Robert, and Loman, H. T., “Insurance Principles and Prac- 
tices,” New York, Prentice-Hall, Inc., 1923. 
The Spectator Company, “The Insurance Year Book, Casualty and 
Miscellaneous,” New York and Chicago, The Spectator 
Co., Annual. 
“The Fire Insurance Pocket Index” (exhibiting accurate 
statistics of the condition and business of American and 
foreign fire insurance companies), New York, The Spec- 
tator Co., Annual. 
“The Insurance Year Book, Fire and Marine,” New York, 
The Spectator Co., Annual. 
“The Insurance Year Book, Life,” New York, The 
Spectator Co., Annual. 


Interest Rates and the Return on Invested Capital 


Burgess, W. R., “Factors Affecting Changes in Short Term Interest 
Rates,” Jour. Amer. States Assn., Vol. 22, New Series, 
No. 158, June, 1927, pp. 195-201. 
“The Reserve Banks and the Money Market,” New York, 
Harper & Bros., 1927. 

Cabot, P. C., “Interest Rates and Utility Stock Prices,” Harv. Bus. 
Rev., Vol. 4, No. 4, July, 1926, pp. 431-438. 

Dewing, A. S., in Harv. Bus. Rev.: “The Elements of Investment 
Income,” Vol. 1, No. 3, April, 1923, pp. 300-307; “The 
Rate of Economic Profits in Return on Investments,” Vol. 
1, No. 4, July, 1923, pp. 451-463. 

Fisher, Irving, “The Rate of Interest: Its Nature, Determination and 
Relation to Economic Phenomena,” New York, Macmil- 
lan Co., 1907. 
“The Rate of Interest after the War,” Annals Amer. Acad. 
of Pol. and Soc. Sci., Vol. 88, November, 1916. 

Friday, David, “Profits, Wages and Prices,’ New York, Harcourt, 
Brace & Howe, 1920. 

Griffiss, Bartow, ““The New York Call Money Market,” New York, 
Ronald Press, 1925. 

Hubbard, J. B., “Open Market Money Rates,” Harv. Bus. Rev., Vol. 
4, No. 3, April, 1926, pp. 319-325. 
“Market Capitalization Rates of Industrial Earnings,” 
Harv. Bus. Rev., Vol. 6, No. 1, October, 1927. pp. 75-80. 

Knight, F. H., “Risk, Uncertainty and Profit,” Boston and New York, 
Houghton Mifflin Co., 1921. 


888 CLASSIFIED BIBLIOGRAPHY 


Kribben, B. D., “Determination of Income Rate of Investment,” Jeur. 
of Acct., Vol. 15, May, 1913, pp. 336-340. 

Macaulay, F. R., “Construction of an Index Number of Bond Yields, 
in the United States, 1859-1926,” Jour. Amer. Stat. Assn. 
Vol. 21, New Series, No. 153, March, 1926, pp. 27-39. 

Mitchell, Wesley C., “Interest Rates and Prices of Investment Secur- 
ities,” Jour. Po. Econ., Vol. 19, No. 4, April, 1911. 

Owens, Richard N., and Hardy, Charles O., “Interest Rates and Stock 
Speculation,’ New York, Macmillan Co., 1925. 

Williams, T. D., “The Rate of Discount and the Price of British Con- 
sols,” Jour. Royal Stat. Soc., Vol. 75, p. 399. 

Willis, H. P., “Rate of Interest and Investment,” Amer. Econ. Assn., 
Supplement, March, 1923, Vol. 13, No. 1, pp. 15-26. 

Wilson, M. H., “The Major Trends of Bond Prices,” Jour. Amer. 
Stat. Assn., Vol. 20, New Series, No. 149, March, 1925, 
pp. 65-74. 


Investments—General 


American Institute of Banking, Investments, New York, 1924. 

Atwood, Albert W., “Putnam’s Investment Handbook,’ New York, 
Putnam & Sons, 1919. ° 

Babson, R. W., “Enduring Investments,” New York, Macmillan Co., 
1921. 

Chamberlain, Lawrence, and Edwards, George W., “The Principles 
of Bond Investment,” New York, Henry Holt & Co., 1927. 

Clay, Paul, “Sound Investing, New York,” Moody’s Magazine and 
Book Co., 1915. 

Cleveland, Frederick A., “Funds and Their Uses,” New York, D. 
Appleton & Co., 1917. 

Gaines, M. W., “The Art of Investment,” New York, Ronald Press, 
1922. 

Gibson, Thomas, “Simple Principles of Investment,” New York, 
Doubleday Page & Co., 1919. 

Gowen, E. B., et al., “Principles of Speculation and Investment,” New 
York, Putnam & Sons, 1923. 

Hardy, C. O., “Risk and Risk Bearing. Materials for the Study of 
Business,” Chicago, University of Chicago Press, 1923. 

Herschel, A. H., “The Selection and Care of Sound Investments,” 
New York, H. W. Wilson & Co., 1925. 

Jones, Edward D., “Investment,” New York, Alexander Hamilton 
Institute Series, 1919. 

Jordan, David F., “Investments,” New York, Prentice-Hall, Inc., 
1924. 

Keane, J. R., “Principles of Security Trading for-the Business Man,” 
New York, Magazine of Wall Street, 1926. 

Kirshman, J. E., “Principles of Investment,” Chicago, A. W. Shaw 
Cox-1924- 


CLASSIFIED BIBLIOGRAPHY 889 


Lagerquist, W. E., “Investment Analysis,” New York, Macmillan Co., 
1921. 

Lincoln, E. E., eee before Investing,” Chicago, A. W. Shaw Co. 
1926. 

Lyon, H., “Investment,” Boston, Houghton Mifflin Co., 1926. 

Montgomery, R. H., editor, “Financial Handbook,” New York, Ronald 
Press, 1925. 

Moody, J., “Profitable Investing: Fundamentals of the Science of In- 

; vesting,” New York, B. C. Forbes Pub. Co., 1925. 

Rice, S. O., editor, “Fundamentals of Investment,” Chicago, A. W. 
Shaw Co., 1925. 

Ripley, W. Z., “Main Street and Wall Street,” Boston, Little, Brown 
& Co., 1927. 

Rollins, Montgomery, “Money and Investments” (7th ed.), Boston, 
Financial Pub. Co., 1926. 

Sakolski, A. M., “Principles of Investment,” New York, Ronald Press, 


> 


1925. 

Scudder, T. T., Stevens, S., and Clark, F. H., “Investment Counsel’ 
(3rd ed.), Boston, Authors, 53 State St., 1924. 

Shaw, A. V., “Elements of Investment Safety,’ Harv. Bus. Rev., Vol. 
3, No. 4, July, 1925, pp. 447-455. 

Sloan, L. H., “Security Speculation, The Dazzling Adventure, etc.,” 

: New York, Harper & Bros., 1926. 

Smith, E. L., “Speculation and Investment,” Atlantic Monthly, Oc- 
tober, 1925, p. 542 ff. 

Sturgis, H. S., “Investment—A new Profession,’ New York, Mac- 
millan Co., 1924. 

Taylor, A. Wellington, “Investments,” New York, Alexander Ham- 
ilton Institute Series, 1924. 

Townsend, William W., “Bond Salesmanship,” New York, Henry 
Holt & Co., 1924. 

Withers, Hartley, “Hints about Investments,” London, Eveleigh-Nash 
& Grayson, 1926. 

Wyckoff, R. D., “How I Trade and Invest in Stocks and Bonds,” 
New York, Magazine of Wall Street, 1924. 


Investment Manuals, Services, and Periodicals 


Alexander Hamilton Institute Reports, New York. 

Annals of American Academy of Political and Social Science, Phila- 
delphia. 

American Economic Asociation, Review, Chicago. 

Babson, Statistical Organization, Babson’s Reports; Babson Park, Mass. 

Bankers Economic Service, Weekly, Review and Commodity Bulletins, 
New York, Bankers Economic Service. 

Barron’s Weekly, Barron Pub. Co., New York. 

Best’s Insurance Reports: Annual; Fire and Marine; Life; Alfred M. 
- Best Co., Best Building, 75 Fulton St., New York City. 

Bond Buyer, The (daily and weekly). The Bond Buyer, New York. 


890 CLASSIFIED BIBLIOGRAPHY 


Brookmire Economic Service: Forecaster (weekly) ; Financial; Annalist 
(bi-monthly) ; Trade Bulletin (weekly) ; Investment Op- 
portunity (monthly); Sales and Credit (monthly); Mis- 
cellaneous Reports, New York, The Brookmire Economic 
Service, Inc. 

Commercial and Financial Chronicle, Weekly and Supplements; Bank 
and Quotation Section; Railway Earnings; State and City 
Supplements; Railway an Industrial Compendium; Public 
Utility Compendium; Bankers’ Convention Number. 

Federal Reserve Board, Federal Reserve Bulletin, Monthly, Washing- 
ton, Govt. Peunes Office. 

Fitch, J. K., The Fitch Bond Book, Annual, New York, Fitch Pub. Co. 

Harvard enone Service, Weekly Wereers and Review of Economic 
Statistics, Harvard University Committee on Economic 
Research Cambridge, Mass. 

Investment Bankers Association of America, Bulletins, Chicago. 

Kimber, A. W., Kimber’s Railroad Mortgage Maps, New York, A. W. 
Kimber & Co., 1920, First issue. 

Magazine of Wall Street, C. J. Wykoff, Publisher (semimonthly). 

Manual of Statistics, Stock Exchange Hand Book, Annual, New York, 
Manual of Statistics Co. 

Moody’s Analysis of Investment, Four Volumes: Industrial Corpora- 
tions; Public Utilities; Railroads; and Government. Also 
Moody’s Investors Service (loose leaf). 

New York Times (daily) and Annalist (weekly), New York Times 
Pub. Co., New York. 

Poor’s Manuals: Industrial; Public Utilities; Railroads, Banks, and 
Insurance Cos., Annual. Also Daily Cumulative Service, 
New York, Poor’s Pub. Co., and Special Feature Volume, 
Annual. 

Spectator Company, Three Volumes: Annual; Casualty, Surety and 
Miscellaneous; Life Insurance; Fire and Marine, New 
York and Chicago, The Spectator Company. 

Standard Statistics: Corporation Records; Facts and Forecasts; Bond 
Records; Trade and Securities Service; Railroad Service; 
Daily News Section. 

Stevens, H. J., Copper Handbook, published annually until 1912, New 
York City, Stevens Copper Handbook Co. Now called 
Mines Handbook. 

United States Department of Commerce, Survey of Current Business, 
Monthly, Washington, Govt. Printing Office. 

Wall Street Journal (New York), and Boston News Bureau, Dow- 
Jones & Co., Publishers, New York. 


Investment Trusts 


Campbell, E. M., “Some Management Problems of Investment 
Trusts,” Harv. Bus. Rev., Vol. 2, No. 3, April, 1924, pp. 
296-302. 


CLASSIFIED BIBLIOGRAPHY 891 


Kilborne, R. D., “American Investment Trusts,’ Harv. Bus. Rev., Vol. 
3, No. 2, January, 1925, pp. 160-170. 

Robinson, Leland R., “Investment Trust Organization and Manage- 
ment,’ New York, Ronald Press, 1926. 

Shea, T. J., “Investment Trusts: A Survey of Its Activities and Forms 
of Investment Trusts with Recommendations for Statutory 
Regulation by the New York State Department of Law,” 
Albany, Albert Ottinger, Attorney General, State House, 


1927. 

Speaker, L. M., “The Investment Trust,” Chicago, A. W. Shaw Co., 
1924. 
“Types of Investment Trust Collateral and Securities,” 
Harv. Bus. Rev., Vol. 5, No. 2, January, 1927, p. 207. 


Mathematics of Investment 


Bartholomew, James Riley, “Rapid Bond ables,” New York, Pub- 
lished by Author, permission of the Equitable Trust Com- 
pany of New York, 1917. 

Bennett, R. J., “Annuities and Bond Discount,” Jour. of Acct., Vol. 
19, No. 6, June, 1915, Pp. 405-425. 

Financial Publishing Co., “Consolidated Tables of Bond Values,” Bos- 
ton, Financial Pub. Co., 1921. 

- Johnson, David C., et al., “Yields of Bonds and Stocks,” New York, 
Prentice-Hall, Inc., 1923. 

Kent, Frederick C., ‘(Mathematical Principles of Finance,” McGraw- 
Hill Book Co., New York, 1924. 

Moore, Justin H., ‘Handbook of Investment Mathematics,” New York, 
Prentice-Hall, Inc., 1928. 

Rollins, Montgomery, “Tables of Bond Values: Theory and Use,” 
Annals Amer. Acad. of Po. and Soc. Sci., Vol. 88, March, 
1920, pp. 12-23. 

Skinner, Ernest B., “The Mathematical Theory of Investments,” 
Boston, Ginn & Co., 1913. 

Sprague, Chas. E., “Complete Bond Tables” (4th ed.), New York, 
Ronald Press, 1920. 


Mortgage and Real Estate Investments 


Allen, Irving, in the Annalist: “Mortgage Bond Standards in Euro- 
pean Experience,” May 21, 1926, p. 707 ff.; “Mortgage 
Bond Safety Limits in American Practice,” June 4, 1926; 
“Over-Appraisals a Cause of Mortgage Bond Failures,” 
June 18, 1926, p. 837 ff.; “Leasehold Bonds and Fore- 
closures as a Protection,” July 16, 1926, p. 76 ff.; ‘““The 
Resale Market for Real Estate Bonds,” July 30, 1926, 
p. 141 ff.; “The Land Trust Certificate, A New Develop- 
ment,” Aug. 6, 1926, p. 171 ff.; “New York Investigates 
Mortgage Bond Practices,” Sept. 10, 1926, p. 331 ff.; “Re- 
vision of Mortgage Bond Practices Inadequate,” Feb. 11, 


19275 pees5 tl 


892 CLASSIFIED BIBLIOGRAPHY 


Babcock, F. M., “The Appraisal of Real Estate,” Land Economics 
Series, edited by R. T. Ely, Macmillan Co., 1924. 

Barnard, A. D., “Some Principles and Problems of Real Estate Valu- 
ation; Data Compiled and Cost Priced Fixed,” Baltimore, 
U. S. Fidelity & Guarantee Co., 1913. 

Burton, H. J., “Valuation and Depreciation of City Buildings,” New 
York, Nat. Assn. of Building Owners and Managers, 1919. 

Closs, G. M., and Farmer, H. J., “Manual for Appraising Real Estate 
and Buildings, Approved Practical Methods,” Milwaukee, 
Cy Ne Casper 2@oi, 71916, 

Durfee, E. N., “Cases on the Law of Mortgages, Selected and Anno- 
tated,’ Indianapolis, Bobbs-Merrill Co., 1915. 

Herrick, M. T., “Rural Credits: Land and Codperative,” New York, 
D. Appleton & Co., 1916. 

Hertel, H., “Bankers’ Scientific Appraisal System for Land Buildings,” 
Cleveland, Bankers’ Appraisal Co., 1919. 

Hurd, Geo. A., “Real Estate Bonds as an Investment Security,” 
Annals Amer. Acad. of Pol. and Soc. Sci., Vol. 88, March, 
1920, pp. 79-95. 

Lilly, W., “Individual and Corporation Mortgages,” New York, 
I. B. A. of A., 1918. 

Lutz, H. L., “The Somers System of Realty Vaulation,” Quart. Jour. 
Econ., Vol. 25, November, 1910, pp. 172-181. 

North, Nelson L., “Real Estate Financing,” New York, Prentice- 
Fall tinc., 1025) 

Otis, C. A., “Report of Committee on Real Estate Bonds,” I. B. A. 
of A. Bulletin, Vol. 4, No. 7, April 8, 1916, pp. 101-104. 

Potter, C., “Real Estate Securities,” Report presented at 15th Annual 
Convention of I. B. A. of A., October, 1926, Chicago, 
Educational Dept., 1926. 

Purdy, Lawson, ““The Valuation and Assessment of City Real Estate,” 
R. I. Tax Officials Assn., Bull. No. 1, Jan., 1916, pp. 5-14. 

Reep, Samuel N., “Second Mortgages and Land Contracts in Real 
Estate Financing,” New York, Prentice-Hall, Inc., 1928. 

Straus, S. W., “Safeguarding First Mortgage Leasehold Bonds,” 
Moody's Magazine, Vol. 15, No. 3, March, 1913, p. 215. 

Snyder, B., and Roby, R. W., “Fundamentals in Real Estate,” New 
York, Harper & Bros., 1927. 

Wright, I., “Farm Mortgage Financing,” McGraw-Hill, 1923. 

Zangerle, J. A., “Principles of Real Estate Appraising,” Cleveland, 
Ohio, Stanley McMichael Pub. Org., 1924. 


Public Utility Investments—General 


Addinsell, H. M., “Public Service Bonds,” Annals Amer. Acad. of 
Pol. and Soc. Sci., Vol. 88, March, 1920, pp. 63-73. 

Baker, J. E., “Tests of a Public Utility Bond,’ New York, Blodgett 
& Co., 1925. 


CLASSIFIED BIBLIOGRAPHY 893 


Barker, Harry, “Public Utility Rates,” New York, McGraw-Hill 
Book Co., 1917. 

Barron, Mary L., “State Regulation of the Securities of Railroads and 
Public Service Companies,’ Annals Amer. Acad. of Pol. 
and Soc. Sci., Vol. 76, No. 165, March, 1918, pp. 167-190. 

Bauer, John, “The Idea of Capitalization as Applied to Public Service 
Corporations,” Jour. of Acct., Vol. 22, No. 1, July, 1926, 
pp. I-9. 
“Basis of Valuation in the Control of Return on Public 
Utility Investments,” Amer. Econ. Rev., Vol. 6. No. 3, 
September, 1916, pp. 568-588. 
“Recent Decisions by the Supreme Court of the United 
States on Valuation and Rate Making,” Amer. Econ. Rev., 
June, 1924, p. 29 ff. 

Bickley, John H., “Public Utility Valuation for Rate Purposes,” Amer. 
Econ. Rev., Vol. 16, No. 1, March, 1926, pp. 28-46. 

Bureau of Business Research, College of Commerce and Business Ad- 
ministration, Univ. of Illinois, reprint of bulletin of ‘““The 
Financial Productivity of Public Utilities,” Annalist, Dec. 
Bi, 11920... 81054, 11, uand |. |am.47,51927,.pe 5, ft. 

Cabot, P., and Malott, D. W., “Problems in Public Utility Manage- 

: ment,” Chicago, A. W. Shaw Co., 1927. 

Cooke, M. L., editor, “Public Utility Regulation,’ New York, Ronald 
Press, 1924. 

Dozier, H. D., “Reasonable Rate of Return in Public Utility Cases,” 
Jour. Land and Public Utility Econ., February, 1927, 
Db it: 

Floy, Henry, “Valuation of Public Utilities,” New York, McGraw- 
Hill Book Co., 1912. 

Gillette, Halbert P., and Malcomson, Alfred S., in the Anmalist: “The 
Investment Yield of Public Utility Securities,” July 2, 
1926, p. 3 ff.; “A Precise Scale of Utility Bond Yields and 
Risks,” Nov. 12, 1926, p. 627 ff.; “Development Cost of 
an Electrical Property,” Feb. 4, 1927, p. 195 ff.; “The 
Yield on Light and Power Preferred Stocks,’ April 15, 
1927, p. 533 ff.; “Why Public Utilities Need Adequate, 
Accurately Calculated Depreciation Reserves,” June 24, 
1927, “A Precise Method of Rating Common Stocks of 
Power. Companies,” Sept. 9, 1927, p. 1 ff. 

Glaeser, Martin G., “Outlines of Public Utility Economics,” New 
York, MacMillan Co., 1927. 

Gressens, O., in the Annalist: “The Operating Ratio in Public Utili- 
ties,” Feb. 25, 1927, p. 301 ff.; “The Cost of Borrowed 
Capital for Public Utilities,’ March 18, 1927, p. 397 fas 
“The Net Earnings of Light and Power Utilities,” April 
8, 1927, p. 491 ff.; “The Distribution of Income in Public 
Utilities,” April 22, 1927, p. 573 ff.; “The Distribution of 
Investments in’ Public Utilities,” July 22, 1927; “The 


894 CLASSIFIED BIBLIOGRAPHY 


Distribution of Equities in Public Utilities,” Aug. 5, 1927, 
perl. 

Heilman, R. FE., “The Control of Interstate Utility Capitalization by 
State Commissions,” Jour. Pol. Econ., Vol. 24, No. 5, 
May, 1916, pp. 474-489. 

Ignatius, Milton B., “The Financing of a Public Service Corporation,” 
New York, Ronald Press, 1918. 

Lagerquist, W. L., “Public Utility Finance,” Chicago, A. W. Shaw 
Co., 1927. 

Lassale, Edward, “Significant Financial Ratios of Public Utilities,” 
Annalist, Aug. 20, 1926, p. 235 ff. 

Lawyers Co-Operative Publishing Co., “Public Utilities Reports (An- 
notated),” contains Decisions of Public Service Commis- 
sions, Annual from 1915, Rochester, N. Y., The Lawyers 
Co-operative Pub. Co. 

Lincoln, E. E., “The Control of Return on Public Utility Invest- 
ments,” Amer. Econ. Rev., Vol. 6, No. 4, December, 1916, 
pp. 869-874. 

“Municipal Lighting in Massachusetts,” Harvard Univer- 
sity Studies, Cambridge Press, 1920. 

Littleton, A. C., “The Current Ratio in Prosperity and Depression— 
Utilities Show Great Stability,” dnnalist, Oct. 22, 1926, 
p.-53i ei. 

Malthie, W. H., “The Theory and Practice of Public Utility Valua- 
tion,’ New York, McGraw-Hill Book Co., 1924. 

Nash, L. R., “Economics of Public Utilities,” New York, McGraw- 
Hill Book Co., 1925. 

Patton, A. E., and Gressens, O., “A Study of Utility Financial Struc- 
tures: Scope and Method,” Jour. Land and Public Utility 
Econ., April, 1926, p. 7 ff., July, 1926, p. 18 ff.; “A Study 
of Utility Financial Structures; Distribution of Income,” 
Jour. Land and Public Utility Econ., May, 1927, p. 14 ff. 

Raymond, W. G., “The Public and Its Utilities,’ New York, John 
Wiley & Sons, 1925. 

Reyneau, P. O., and Seelye, H. P., “Economics of Electrical Distribu- 
tion,’ New York, McGraw-Hill Book Co., 1922. 

Richter, M. C., “Public Utility Financing during the Year 1926,” 
Jour. Land and Public Utility Econ., May, 1927, p. 2 ff. 

Royce, E. F., “Capitalizing Betterments,” Stone and Webster Pub. 
Ser. Jour., Vol. 17, October, 1915, pp. 235-238. 

State Reports, Annual Reports, and Decisions of State Public Utility 
Commissions. See particularly, Massachusetts, California, 
and Wisconsin. 

Vanderblue, H. G., and Crum, W. L., “The Relation of a Public 
Utility to the Business Cycle,” Harv. Bus. Rev., Vol. 2, 
No. 4, July, 1924, pp. 409-240. --. 

Waltersdorf, M. C., “Going Value in Utility Valuation,” Amer. Econ. 
Rev., Vol. 17, No. 1, March, 1927, pp. 26-37. 


CLASSIFIED BIBLIOGRAPHY 895 


Wetterer, C. F. W., “The Desirability of Indeterminate Instead of 
Fixed Term Franchises,’ Stone and Webster Pub. Ser. 
Jour., Vol. 17, January, 1916, pp. 19-23. 

Whitten, R. H., “Valuation of Public Service Corporation,” New 
York, Banks Law Pub. Co., 1912. 

Woodworth, A. V., “Distribution of Securities of a Public Service 
Corporation,” Harv. Bus. Rev., Vol. 4, No. 2, January, 
1926, pp. 223-230. 


Railroad Investments 


Bonbright, J. C., “Railroad Capitalization, a Study of the Principles 
of Regulation of Railroad Securities,’ New York, Long- 
mans, Green & Co., 1920. 
“The Basis of Railroad Capitalization,” Pol. Sci. Quart., 
Vol. 35, No. 1, pp. 30-53. 

Bureau of Railway Economics. See Earnings Statements and Other 
Pamphlets Issued by this Bureau. 

Clark, H. F., “Capitalization of Railroad Surplus,” Jour. Pol. Econ., 
Vol. 30, December, 1922, pp. 771-795. 

Cleveland, Frederick A., and Powell, Fred W., “Railroad Finance,” 
New York and London, D. Appleton & Co., 1912. 
“Railroad Promotion and Capitalizations,” New York and 
London, Longmans, Green & Co., 1912. 

Dagget, Stuart, “Railroad Reorganization,’ Boston and New York, 
1908. 

Dewing, A. S., “Railroad Equipment Obligations,” Amer. Econ. Rev., 
Vol. 7, No. 2, June, 1917, pp. 353-376. 

Doran, H. B., “The Cost of Railway Capital under the Transporta- 
tion Act of 1920,” Jour. Land and Public Utility Econ., 
February, 1927, p. 20 ff. 

Duncan, K., “Equipment Obligations,” New York, D. Appleton & 
Co., 1924. 

Evans, Stillman & Co., “Equipment Trust Securities,” New York, 
Evans, Stillman & Co., 1927. 

Foss, C. W., “Railways in Receivership,” Railway Age, Jan. 2, 1926, 


p. 2. 

Heft, Louis, “Holders of the Railroad Bonds and Notes; Their Rights 
and Remedies,’ New York, Dutton & Co., 1916. 

I. B. A. of A., “Railroad Securities,” a Course of Study Issued by the 
Educ. Comm., New York, 1921. 

Lisman, F. J., “Railroad Bonds,” Annals Amer. Acad. of Pol. and 
Soc. Sci., Vol. 88, March, 1920, pp. 57-63. 

Locklin, D. P., “Regulation of Security Issued by the Interstate Com- 
merce Commission,” Urbana, University of Ilinois, 1927. 

Moody, John L., “How to Analyze Railroad Reports” (5th ed.), New 
York, Moody’s Investors Service, 1919. 

Mundy, Floyd, “The Earning Power of Railroads, Annual Tables and 
Notes,’ New York, Oliphant Service. 


896 CLASSIFIED BIBLIOGRAPHY 


Richter, F. Ernest, and Standish, Alexander, “Changes in Financial 
Structure and Financial Operations of Railroads, since 
1913,” Harv. Bus. Rev., Vol. 3, No. 1, October, 1924, pp. 
54-68. . 

Ripley, W. Z., “Public Regulation of Railroad Issues,” Amer. Econ. 
Rev., Vol. 4, No. 3, September, 1914, pp. 541-564. 
“Railway Speculation,” Quart. Jour. Econ., Vol. 25, Feb- 
ruary, IQII, pp. 185-215. 
“Railroads, Finance and Organization,” New York, Long- 
mans, Green & Co., 1915 (2 vol.). 
“Minority Shareholders in Railroad Combinations,” Quart. 
Jour. Econ., Vol. 26, February, 1912, pp. 377-381. 

_ Sakolski, Aaron, M., “American Railroad Economics,” New York, 
Macmillan Co., 1913. 
“Railroad Securities,’ New York, Doubleday Page & Co., 
tor Ball tot Acros k 

United States Interstate Commerce Commission, Rulings, Bulletins on 
Accounting, Special Reports, Annual Reports of the Statis- 
tics of Railways in the United States, Washington, since 
1887. 


State, Municipal, and Special District Bonds 


Banks of America, “A National Survey of State Debts and Securities,” 
New York, 1923. 

Bond Buyer, ‘Municipal Bond Sales” (25th ed.), New York, pub- 
lished annually by the Bond Buyer, 1927. 

Breu, Morris, “The Legal Problems of Lands by Means of Irriga- 
tion,’ Annals Amer. Acad. of Pol. and Soc. Sci., Vol. 33, 


pp. 664-676. 
Brown, Frazier, “Municipal Bonds,” New York, Prentice-Hall, Inc., 
1922, 


Coulter, John L., “National and State Indebtedness and Funds and 
Investments, 1870-1913,” Prepared under Supervision of 
J. L. Coulter, Washington, Govt. Printing Office, 1914. 

Crompton, William R., “Municipal Bonds,” Annals Amer. Acad. of 
Pol. and Soc. Sci., Vol. 88, March, 1920, pp. 51-57. 

Cummin, Gaylord C., “Critical Analysis of State Debts,’ New York, 
National Assn. of Mutual Savings Banks, 1917. 

Defaulted Debts of the Southern States of the United States of Amer- 
ica, Extract from Annual Reports of the Corporation of 
Foreign Bond Holders, London: Council House, 17 Moor- 
gate. 

Dillon, John F., “Commentaries on the Law of Municipal Corpora- 
tions,” 5 vols., Boston, Little, Brown-& Co., 1911. 

Ervin, Guy, “Irrigation Projects under the Provisions of the Carey 
Act,” U. S. Dept. of Agric. Circular, 124, Washington, 
D. C., February, 1919. 


CLASSIFIED BIBLIOGRAPHY 897 


Foulkes, J. G., “School Bonds,” Milwaukee, Bruce Pub. Co., 1924. 
“Municipal Bonds through a Quarter of a Century; 
Briefly Treating of Municipal, County, and School Bonds 
from 1898-1923,” Chicago, J. Nuneen & Co., 1923. 

Harris, W. H., “Law Governing the Issuing, Transfer and Collection 
of Municipal Bonds,” Cincinnati, Anderson Co., Revised, 
IQI7. 

Investment Bankers’ Assn. Committee, “Report of Committee on Irri- 
gation, Reclamation and Agricultural Credit,” Proceedings 
of the Third Annual Convention, 1914, pp. 52-57. 

Long, J. R., “A Treatise on the Law of Irrigation covering all States 
and Territories” (2nd ed.), Denver, Colo., W. H. Court- 
right Pub. Co., 1916. 

Pierson, A. N., “Analysis of Laws Affecting Municipal and County 
Finances,” Trenton, N J., Commission for the Survey of 
Municipal Financing, 1918. 

Raymond, Wm. L., “American and Foreign Investment Bonds,” Bos- 
ton and New York, Houghton Mifflin Co., 1916. 

“State and Municipal Bonds,” Boston, Financial Pub. Co., 
1923. 

Rudall, J., “American Municipal Bonds as Investments,” London, 

Whitaker & Co., 1874. 

Secrist, H., “An Economic Analysis of the Constitutional Restrictions 
upon Public Indebtedness in the United States,” Bulletin 
of the University of Wisconsin, No. 637, Econ. and Pol. 
Sci. Series, April, 1914; “Constitutional Restrictions on 
Municipal Debt,” Jour. Pol. Econ., Vol. 22, April, 1914, 
pp. 365-383. 

Smith, John, “Drainage Bonds,” Proceedings of the Fourth Amer. 
Conv. of the I. B. A. of A., 1915, pp. 120-130. 
“Reclamation of Swamp Lands and the Modern Drain- 
age Bond,” Annals Amer. Acad. of Pol. and Soc. Sci., Vol. 
88, No. 177, March, 1920, pp. 102-113. 

Sullivan, Mark, “Present Status of Repudiated State Bonds,” The 
North Amer. Rev., Vol. 179, No. 6, December, 1904, pp. 
873-886. 

U. S. Dept. of Commerce, Bureau of Census, Financial Statistics of 
Cities having a Population of over 30,000. Published 
Annually, Washington, Govt. Printing Office. 


Stocks and the Stock Market 


‘Adams, John, Jr., “Stocks and their Features—A Division and Classi- 
fication,” Annals Amer. Acad. of Pol. and Soc. Sci., Vol. 
35, I910, pp. 525-544. 

Brown, W. B., “A Comparison of Par and No-Par Stock with Special 
Reference to the Effect of this Feature on Market Price,” 
Harv. Bus. Rev., Vol. 2, No. 1, October, 1923, pp. 108- 
113. 


898 CLASSIFIED BIBLIOGRAPHY 


Conyington, Thos., ““No-Par Stock,” Administration, Vol. I, No. 1, 


pp. 87-94. 

Dice, C. A., “The Stock Market,’ Chicago, A. W. Shaw Co., 1926. 

Durand, John, “The Business of Trading in Stocks,’ New York, 
Ticker ¢Pub. «Co;;-1927: 

Huebner, Solomon S., “The Stock Market,’ New York, London, 
D. Appleton & Co., 1922. 
“The Scope and Functions of the Stock Market,’ Annals 
Amer. Acad. of Soc. and Pol. Sci., Vol. 35, No. 3, May, 
1910, pp. 483-505. 

Investment Bankers Association of America, “The Stock Exchange 
Business; a Course of Study with References,” New York, 
Doubleday Page & Co., for I. B. A. of A., 1918. 

Jordan, H. W., “Legal Status of Non-Cumulative Preferred Stock,” 
Harv. Bus. Rev., Vol. 4, No. 4, July, 1926, pp. 495-500. 

Meeker, James E., ‘““The Work of the Stock Exchange,” New York, 
Ronald Press, 1922. 

Pomeroy, Robert W., “Active Common and Preferred Stocks,” Buffalo, 
N. Y., by the Author, 1926. 

Pratt, Sereno S., “The Work of Wall Street,” New York, D. Apple- 
ton & Co., 1920. 

Seldon, C. G., “Psychology of the Stock Market,” New York, Ticker 
Pub.s@oss10%2:; 

Simmons, FE. H. H., “Listing Securities on the New York Stock Ex- 
change,” New York, Stock Exchange on Publicity, 1926. 

Smith, Edgar L., “Common Stocks as Long-Term Investments,” New 
York, Macmillan Co., 1924; “Market Values of Indus- 
trial Equities,” Rev. Econ. Stat., Vol. IX, No. 1, p. 37 ff. 

Spears, John R., “Buying for the Long Pull,’ New York, The Gregg 
Pubs; Coe 1022: 

Stockwell, H. G., ““The Development of Class A and B Stock,” Harv. 
Bus. Rev., Vol. 5, No. 3, April, 1927, pp. 332-339. 

Van Strum, K. &., “Investing in Purchasing Power,’’ New York, Bar- 
ron’s, 44 Broad Street, 1925. 

Wickersham, Cornelius W., “Stock without Par Value,’ Albany, 
N. Y., Matthew Bender & Co., 1927. 

Willis, H. Parker, ““The Cost of Financing Stock Speculation,” 4n- 
nalist, Nov. 26, 1926, p. 691 ff. 


Taxation and Investment 


Chapman, T. S., “Inheritance Taxes,” I. B. A. of A., Bulletin, March 
31, 1924, p. 13 ff. 

Corporation Trust Companies Services (Annual). See also other 
other services of this company. 

Hinricks, A. F., “The Cost of Tax-Exempt Securities,” Pol. Sci. 
Quart., Vol. 41, No. 2, pp. 271-280. 

Hoover, Glenn E., “The Economic Effects of Inheritance Taxes,” 
Amer. Econ. Rev., Vol. 17, No. 1, March, 1927, pp. 38-49. 


CLASSIFIED BIBLIOGRAPHY 899 


I. B. A. of A., “American Taxes, Their Classification and Description,” 
Chicago, I. B. A. of A., 1927. 

Lyon, W. H., “Taxation of Securities,” I. B. A. of A. Bulletin, Vol. 
2, No. 157 Aug. 31, 1914,-pp. 15-25. 

Mellon, Andrew, “Distributed and Undistributed Earnings of Cor- 
porations,” 68th Cong., 1st Sess., Sen. Doc. No. 85, Wash- 
ington, 1924; “Corporate Income and Excess Profits Tax 
for 1921,” 68th Cong., 1st Sess., Sen. Doc. No. 67, Wash- 
ington, 1924. 

Osgood, Roy C., “The Effect of Taxation on Securities,” Annals 
Amer. Acad. of Pol. and Soc. Sct., Vol. 88, March, 1920, 
pp. 144-156. 

Prentice-Hall, Inc., “Cumulative Federal Tax Service”; “American 
Federal Tax Reports”; “Inheritance Tax and Transfer 
Service” (Complete, Abridged, Insurance, and Investment) ; 
“State Corporation and Property Tax Service’? (Complete, 
Abridged, Sectional); “New York, Massachusetts, and 
Wisconsin Tax Services”; “Trust Service.” 70 Fifth Ave., 
New York. 

Rowe, W. H., “Tax Exemption of Government Bonds, Burden of,” 
Amer. Econ. Rev., Vol. 16, No. 4, December, 1926, pp. 
653-659. | 


Telephone and Telegraph Securities 


Bell Telephone Securities: “Reference Tables and Descriptions,” New 
York, Bell Telephone Service Co., 195 Broadway, 1927. 

Cox, Geo. C., “The American Telephone and Telegraph and Its As- 
sociates,” Annalist, Jan. 26, 1925, p. 158 ff. 

Stehman, J. W., “The Financial History of the American Telephone 
and Telegraph Company,” Boston, Houghton Mifflin Co., 
1925. 


United States Government Securities 


American Economic Review, “Report of the Committee on War 
Finance,” the Amer. Econ. Assn., December, 1918. 

Anderson, Gordon Blythe, ‘““The Effect of the War on New Security 
Issues in the United States,” Annals Amer. Acad. of Pol. 
and Soc. Sci., Vol. 48, November, 1916, pp. 118-131. 

Bacon, Nathaniel F., “American International Indebtedness,” Yale 
Review, Vol. 15, No. 3, 1900, pp. 265-285. 

Bogart, E. L., “Direct and Indirect Costs of the Great War,” Car- 
negie Endowment for International Peace; Prelim. Eco- 
nomic Studies of the War, Vol. 24, 191% 

Childs, C. Frederick, “United States Government Bonds,” Annals 
Amer. Acad. of Pol. and Soc. Sci., Vol. 88, March, 1920, 


pp. 43-51. 


900 CLASSIFIED BIBLIOGRAPHY 


Coulter, John L., “National and State Indebtedness and Funds and 
Investments, 1870-1913,” Prepared under the Supervision 
of J. L. Coulter, Washington, Govt. Printing Office, 1914. 

Fisk, H. E., “Our Public Debt,” New York, Bankers Trust Co., 1919. 

Gardner, H. B., “Census Report on Wealth, Debt, and Taxation,” 
Amer. Econ. Rev., Vol. 5, No. 4, December, 1915, pp. 
932-942. 

Hollander, J. H., “War Borrowing, A Study of Treasury Certificates 
of Indebtedness of the United States,” New York, Mac- 
millan Co., 1919. 

National Industrial Conference Board, Inc., “The Cost of Government 
in the United States, 1925-1926,” New York, 1927. 

United States, “Investigation of Sale of Bonds During Years 1894, 
1895, and 1896,” 54th Cong. 2nd Sess., Sen. Doc. 187; 
bound in vol. 5 with other documents. Serial No. 3471. 
Annual Reports of Secretary of Treasury, also current cir- 
culars of Treasury Department respecting United States 
Bonds, Paper Currency, Coin, Production of Precious 
Metals, etc. 

United States Bureau of Census, “Wealth, Debt and Taxation, Na- 
tional and State Indebtedness, Assets of Productive Funds 
and Investments, 1870-1913,” pp. 208-211; “Taxation and 
Rev. Systems of State and Local -Govts.,” Washington 
Bureau of Census, 1914. Supplements are issued at inter- 
vals. 

United States Treasury Department, “Treasury Information Respect- 
ing United States Bonds; Paper Currency and Coin, Pro- 
duction of Precious Metals, etc.,” Revised July 1, 1915 
(Washington, Govt. Printing Office, 1915. Previous edi- 
tions published in 1908, 1897.) 

“List of United States Bonds, Loans, and Currency Divi- 
sion” (issued monthly). 


INDEX 


A 


Accounts, proprietorship, 289-292, 304- 
306 

Acushnet Mills, 341-343 

Adams Express Company, 120 (note), 
170 

Adams, James P., 426 (note) 

Aetna Insurance Company, 536-539 

Aetna Life Insurance Company, 532 

Agricultural banks, history of, 625-626 

Agricultural conditions, relation of, to 
corporate profits, 793 

Agricultural credit, need for, 607-610 

Agricultural Credits Act, 624 

_ Agricultural industries, capital de- 
mands of, 48-50 

Alabama and Great 
(note) 

Alabama, debts of, 635-636 

limits on taxation, 630 
ratio of debt to assessed value, 643 

Allied Chemical, 320 (note) 

Allied International Investing 
poration, 548-550 

Aluminum Company of America, 279 

American Electric Railway Associa- 
tion, 438 

American Founders Trust, 556, 557 

American Gas and Electric Company, 
387, 412, 416, 418 

American Hide and Leather, 221 

American Insurance Company, 
539 

American Light and Traction Com- 
pany, 412, 416, 418 

American Power and Light Company, 
179 (note), 387, 412, 416, 418 

American Railway Association, 467- 
468, 813 

American Telephone and Telegraph 
Company, 171, 274, 444-446 

American Tobacco Company, 94 

American Trustee Share Corporation, 


544-546 


Southern, 140 


Cor- 


536- 


gor 


American Water Works and Electric 
Company, 386, 411, 412, 416, 418 
Amoskeag Manufacturing Company, 
120 (note) 
Anaconda Copper Company, 94, 198, 
199 
Annalist, 76 
Index of Business Activity, 808 
Annuities, as investments, 83 (note) 
valuation of, 718-720 
Appraisal, general, 569 
business property, 574-576 
mortgaged property, 568-576, 582 
residential property, 570-574 
separate, of land and buildings, 570- 
573 
Arkansas, debts of, 635-636 
Associated Gas and Electric Company, 
388, 412, 416, 418 
Atchison, Topeka and Santa Fe, 467, 
473, 484, 485, 512 
Atlanta, Birmingham and Atlantic 
Railroad, 175 (note) 
Atlantic Coast Line, 471, 512 
Automobile companies, financial anal- 
ysis of, 335-340 
Automobile industry, capital employed 
in, 449 
Automobile stocks, prices of, 838 


B 


Babson Service, 802, 812 
system of forecasting, 863-866 
Balance sheet, 288, 294-301 


Baltimore and Ohio Railroad, 177 
(note), 470, 471 (note), 478, 
479, 483, 512 


Bangor and Aroostook, 470 

Bankers Holding Trust, 552 

Banks, commercial, 32, 33, 265, 517-524 
clearings, 815 
debits, 814 
national, earnings of, 72 ,73 
relation of, to business cycle, 814-823 


902 INDEX 


Bonds (continued) 
participating, 140 
perpetual, 141 
place of, in investment program, 83 
stocks, analysis of, 516-524 prices of, 323-324, 597-600, 604-605, 
ratio of earnings to market price, 794-795, 844-848, 850-855 
78-79 prior lien, 162 
Barometers, business, 863-872 purchase and sale of, 752-753 
Barron’s, 76% purchase money, 133 
Barstow Group, 388 real estate, 48, 130, 131, 581-589 
Bavaria, bonds of, 702 redeemable, 188 (note) 
Bayuk Cigars, 224 (note) refunding, 128, 133, 163 
Bear market, 859 registered, 752 
Bell Telephone Company of Pennsyl- risks of, 116-118 
vania, 446 road district, 664-665 
Best’s Insurance reports, 529, 538 school district, 664-665 
Bethlehem Steel, 94, 316 (note), 320 secured, 127, 143-173 
(note) serial, 139, 734-735 
Bond Buyer, 76% silver, 141 
Bond contract, 174 sinking fund, 138, 139 
Bond Investment Trust, 544 special assessment, 665-667 
Bonds, adjustment, 186, 187 stabilized, 140, 202-204 
amounts issued, 208 state, see State bonds 
assumed, 176, 177 ; steamship, 131 
Bonds, callable, 139, 188-196, 201, 733 sterling, 140 
Bonds, classification of, 126-141 tables of values of, 717-735 
collateral trust, 129, 170-172 temporary, 134 


Banks (continued) 
reserves, 815-816, 821 
Savings, 21, 33, 34, 102, 103 
stocks, 85, 122 





construction, 134 

convertible, 139, 140, 185, 197-201 
county, 662-663 

coupon, 752 

debenture, 179-186 

discount, 87-89 

divisional, 128, 165, 166 
equipment, 129, 166-169 

equity behind, 306 

extended, 134 


terminal, 131 

timber, 131 

unsecured, 127, 174-187 

values of, formula for, 720-722 

versus preferred stock, 213, 214 

wharf, 131 

with detachable purchase warrants, 
200, 201 

yield, 95, 210 (note), 648, 684, 846, 
847, 853-855 


Federal Farm Loan, see Federal 
Farm Loan Bonds 
foreign, see Foreign investments 
gold, 140 
government, see Government bonds, 
Government borrowing, Munic- 
ipal bonds, Foreign investments, 
State bonds 
guaranteed, 131, 176-178 
income, 181, 186, 187 
joint, 178 
mortgage, 127-129, 160-163, 562-564 
blanket, 160-162 
consolidated, 160-162 
general, 163 
junior, 165 
municipal, see Municipal bonds 


Bonus, soldiers’, 639 
Boston and Albany, 178, 470 
Boston and Maine, 177 (note), 470 
Boston and Providence, 178 
Boston Elevated Railway Company, 
437 (note), 439, 642 
Boston Gas Light Company, 421 
Boston News Bureau, 760 
Boston Stock Exchange, 757 
Boston Terminal, 178 
Bourses, development of, 9, 10 
Bradstreet’s, 761, 812, 813 
index of wholesale prices, 811 
Brazil, bonds of, 7ox 
Brokers, 745 ~- 
loans of, relation to stock prices, 
857-859 


INDEX 


Brooklyn Edison, 275 

Brooklyn-Manhattan Transit, 439 

Brooklyn Rapid Transit, 439 

Brookmire system of forecasting, 866- 
868 

Building and loan associations, 35 

Building construction, 811-812 

Building loans, 589-590 

Building operations, capital demands 
of, 45-48 

Bull market, 856-857 

Bureau of Labor Statistics, index of 
employment, 804-805 

index of retail prices, 811 
index of wholesale prices, 810 

Bureau of Railway Economics, 468 

Business activity, indexes of, 808-810 

Business cycles, see Cycles, Business 

Business man, investment policy of, 81 

Butler Mills, 341-343 

Byllesley Group, 388 


Cc 


California Petroleum Company, 94 
Canadian National Lines, 474 (note) 
Canadian Pacific, 474 (note) 
Care, freedom from, a secondary qual- 
ity of a security, 119 
Carnegie, Andrew, 264 
Carolina Power and Light Company, 
387 
Carolina Railroad, 472 
Cash position, maintenance of, to pro- 
tect bondholders, 183, 184, 318 
Capital accumulation, dependence of 
upon saving, 5, 18 
relation to corporate form of or- 
ganization, 23, 24 
Capital, demand for, 37-52, 854-855 
employed in manufactures, 38 
importance of, to economic develop- 
ment, 4, 5 
marginal productivity of, 40 
productivity of, 37 
return on, 53-80, see also Interest, 
rate of 
supply, 17-36 
Central Railway 
(note), 472 
Central Vermont, 470 
Chain stores, 85, 86, 280, 281 
Charges, relation to income, 306-311 


of Georgia, 187 
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Chartered Gas Light and Coke Com- 
pany, 421 

Chesapeake and Ohio, 200, 201, 458, 
470, 471 (note), 472, 479, 483, 
512 

Chicago and Northwestern, 474, 498, 
500, 504 ; 

Chicago, Burlington and Quincy, 474 

Chicago, Cincinnati and _ Louisville, 
470 (note) 

Chicago, Indianapolis and Louisville, 
471 

Chicago, Milwaukee and Puget Sound, 
159 

Chicago, Milwaukee and St. Paul, 159, 
181, 467, 474, 479, 482, 486-487, 
498, 500, 504, 509 

Chicago Railways Company, 440 

Chicago, Rock Island and Pacific, 163, 
171, 458, 474 

Chicago Stock Exchange, 757 

Chino Copper, 94 

Chronicle, see Commercial and Finan- 
cial Chronicle 

Cincinnati, Hamilton and Dayton Rail- 
road, 177 (note) 

Cities Service Group, 388 

Civil obligations, see Bonds, govern- 
ment 

Cleveland Electric Illuminating Com- 
pany, 157, 193 

Clinchfield and Ohio, 472 

Coal, production of, 803-804 

Collateral, use of securities for, 752 

Colombia, bonds of, 701-702 

Columbia Graphophone, 228 (note) 

Columbian National Insurance Com, 
pany, 532 

Commercial and Financial Chronicle, 
760-761 

Commerce and Finance, 761 

Commissions, on bond transactions, 753 

on stock transactions, 745 

Common stock, See Stock, common 

Commonwealth Edison, 275, 388 

Commonwealth Power Corporation, 
388, 412, 416, 418 

Competition, among industrial 
panies, 277, 278 

Connecticut General Insurance Com- 


com- 


pany, 532 
Consolidated Gas and Electric Light, 
275 


Consolidated Gas of New York, go 
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Consolidation, issue of preferred stock 
at time of, 207 
Consols, 141 
yield on British, 54, 55 
Construction loans, 589-590 
Continental Insurance Company, 536- 
539 
Contractual obligations, see Bonds 
Control of corporation, investors’ share 
in, 118 
Corporate form of organization, advan- 
tages of, 11, 23 
effect of, on capital accumulation, 23 
Corporate surplus, a form of saving, 
31, 32 
Corporation of Foreign Bondholders, 
764 
Corporations, importance of, in United 
States, 24 
necessity of, for investment, 10, 11, 
23 
new capital issues of, 40 
relation of investor with, 261-263 
Credit conditions, effect of, on corpor- 
ate profits, 793-794 
Crisis, 825 
Cuba, bonds of, 701 
Cuba Cane Corporation, 344 
Cuban American Company, 344 
Current financing, capital demands of, 
45 
Current position, 317-318, 332 
Cycles, business, 1903-1914, 826 
phases of, 824-826 
post war tendencies of, 827 
regularity of, 823 
relation of bond prices to, 844-848 
relation of railroad stock prices to, 
841-844 
relation of security prices to, 829-862 
relation of stock prices to, 841-844 
relation of, to investments, 791-872 
statistical series concerning, 798-823 
Cycles, definition of, 797 
minor, in stock prices, 855-856, 859- 
862 
Cyclical movements, analysis of, 797 


D 
Dawes Committee on Reparations, 704- 
795 
Dayton and Michigan Railroad, 177 
(note) 
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Debentures, 152 (note) see also Bonds, 
debenture 

Debt, funded, 300 

Debt, national, amount of, 41-42 

Debt, state and municipal, 42-44 

Debts, causes for increase in, 


_ 639-641 
history of, 632-638 
of states of United States, amounts 
of, 632, 640 
per capita, 644-645 
present status of, 639, 641-642 
ratio to assessed values, 642-644 
relation to government revenues and 
expenses, 646-647 
relation to resources, 645-646 
restrictions on, 638-639 
See also, States of United States, 
credit of; and State bonds 
Defaults, of public debt, history of, 
631-637 
remedy for, 628-631 
Deferred charges, 292, 298 
Delaware and Hudson, 472, 479, 480, 
481, 485, 512 
Delaware, Lackawanna and Western, 
472, 479 
Denver and Rio Grande, 473 
Denver Water Works Company, 443 
Depreciation, 290-291, 360-361, 413, 
438, 442 
Depression, 824 
Detroit Edison, 90, 191, 275 
Detroit United Railway System, 669 
Diamond Match, 280 
Discount, compound, computation of, 
718 
Diversification, among companies, 104 
among types of enterprises, 104 
as to maturity dates, 105-106 
between bonds and stocks, 96 
geographical, 105 
Dividends, limitation of, in mortgage 
instrument, 155 
Dividends, relation of, to earnings, 311, 


|, 313) 323, 324 
Dividends, stock, 31, 245-249, 738-739, 
742-744 


Division of labor and capital, 4 
Dodge Brothers, 199 (note), 239-241 
Dodge, F. W. Company, 812 
Doherty Group;-.388 

Dollar, purchasing power of, 851 
Dow-Jones Company, 760 


INDEX 


Dun’s Review, 761, 811, 813 

Du Pont de Nemours, E. I. Co., 185 
(note) 

Dutch East India Company, 9 


E 


Earnings, allocation of, 308-312 
ratio of, to investment, 312-314, 320- 


322 
Eastern Massachusetts Railway Com- 
pany, 642 


Eastman Kodak Company, 279 
Economic Revolution, 3 
Edinburgh Investment Trust, 558 
Electrical World, 764 
Electric Bond and Share Companies, 
387, 388, 420 
Electric light and power companies, 
capitalization and output, 377 
(note), 398-399 
rate structures, 379-381 
tests of development, 384-385, 398- 
403 
total investment in, 346 (note) 
Electric light and power industry, as- 
sets and funded debt, 414 
capital structure, earnings, 
charges, 402, 403, 413, 414 
classification of companies, 395-398 
compared with gas industry, 426-428 
earnings of, 395, 402-403, 413-419 
effect on demand for capital, 39 
growth of, 393-395 
holding companies in, 395-396, 403- 
420 
operating ratios of, 402 
per customer and per capita invest- 
ment, 400-401 
station and distribution facilities, 
399-400 
steam versus hydroelectric genera- 
tion, 396-397 
Electric light and power securities, 
investment consideration of, 393- 
420 
Electric Power and Light Corporation, 
387, 412, 416, 418 
Electric Railway Journal, 764 
Electric Railway Securities Corpora- 
tion, 388 
Electric Securities Corporation, 170 
Elkins Act, 451 


and 
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Employment conditions, 
804-806 

Employment, relation of, to corporate 
profits, 792-793 

Equipment securities, 129, 166-169 

Equitable tables, 730-733 

Equities, definition of, 267 

Equity, trading on the, 267-273 

Erie Railroad, 176 (note), 177 (note), 

458, 470, 483 

accounting, 

LSE ISS 

Estate taxes, see Taxes, estate 

Estoppel, doctrine of, 659-660 

Exchange rates effect of fluctuations on 


indexes of, 


Estate mathematics of, 


foreign investments, 687-689, 
696 

relation of, to international trade, 
696-696 


Exchanges, development of, 9, 10 

Expenses, operating, 271, 293 

Exponential equation, solution of, 721- 
722 


F 


Factor of safety, 307-308 
Failures, business, 7, 814 
Farm Loan Associations, see Federal 
Farm Loan Associations 
Farm Loan System, see Federal Farm 
Loan System 
Farm property, value of, 48, 49, 608 
Farms, mortgages, 49, 608 
Farms, need of credit for, 607-610 
Federal Farm Land Banks, 611-617 
mortgages foreclosed by, 617-618 
payments of dividends by, 622-623 
(note) 
Federal Farm Loan Act, 610-616, 619- 
620 
Federal Farm Loan Board, 610-625 
Federal Farm Loan bonds, 614-617 
Federal Farm Loan System, 607-625 
Federal Intermediate Credit Banks, 
624-625 
Federal Light and Traction Company, 
412, 416, 418 
Federal Reserve Bank of New York, 
802, 808-809 
Federal Reserve Board, index of em- 
ployment, 805-806 
index of industrial production, 800- 
801 
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Federal Reserve Bonds (continued) 
index of retail trade, 807 
index of wholesale trade, 806-807 
Federal Reserve ratio, 821-822 
Federal Reserve System, 518 (note), 
600-601, 608—609 
loan deposit ratio, 820-821 
relation to credit conditions, 816-823 
reports of member banks, 816-817 
Fidelity Phenix Insurance Company, 
536-539 
Fifth Avenue Bus Securities Corpora- 
tion, 172 
Financial analysis card, 325-340 
Financial institutions, 515-559 
Financial World, 761 
Financing, corporate, by classes of is- 
sues, 208 
Fisher, Irving, 811, 832 
Fitch Services, 763-764 
Five Per Cent Case, 454 
Fixed investment, 298 
Florida, debts of, 633, 635-636 
Forbes Magazine, 761 
Ford, Henry, 263 
Ford Motor Company, 
(note) 
Forecasting, investment, 863-872 
Foreign countries, capital demands of, 
in United States, 44-45 
comparative statistics of, 705-709 
obligations listed on New York 
Stock Exchange, 705-709 
Foreign investments, 685-713 
classification of, 685, 687 
corporate, 686 
government, 685 
investment analysis, 697-712 
of United States, 45, 691-694 
relation to international trade, 694— 
697 
France, bonds of, 687, 701, 702 
debt of, 703 (note) 
Franc, value of, 688 
Franchises, 348-351, 438-440, 443 


65, 66, 85 


G 


Gas companies, capitalization and out- 
put, 377 (note) 
financial analysis of, 429-431 
rate structures, 381 
tests of development, 386, 428-429 
total investment in, 346 (note) 


{ 


INDEX 


Gas industry, compared with electric 
power and light, 426-428 
historical development, 421-423 
size, 423, 427-428 
technical aspects of, 424-426 
Gas Light Company of Baltimore, 421 
General American Investors Company, 
555 
General Electric Company, 
229, 264, 387 
General Gas and Electric Corporation, 
227 (note), 388, 412, 416, 418 
General Motors Corporation, 69, 228, 
236, 335-340 
Georgia, debts of, 635-636 
legality of municipal bonds of, 658 
Gillette Safety Razor, 280-281, 286 
Going value, 366-367 
Gold, imports into United States, 691 
Goodrich, B. F. Company, 284-285 
Good will, 292, 367 
Goodyear Tire and Rubber Company, 
192, 237 (note) 
Gorton Pew Fisheries, 224, 228 (note) 
Gould, Edwin, 458 
Government bonds, 135, 174, 1,5, 594- 
607, see also Government bor- 
rowing; Bonds, State; Bonds, 
municipal; Bonds, foreign 
Government bonds, United States, 
prices of, 597-600, 604-605 
yield on, 56-58, 597, 600 
Government borrowing, 9, 41, 42-44, 
120-121, 174-175, 594-597, 601- 
607, 627-642, 685, 703-704, 853 
Governments, sources of revenue, 594- 
595 
Grangers, 474 
Great American Insurance Company, 
536, 539 
Great Northern Railway, 151, 474, 479, 
498, 500, 504 
Guaranty Trust Company, 515 (note) 
Gulf States Steel, 316 (note), 320 
(note) 


go, 228, 


H 


Hartford City Gas & Light Co., 156 

Hartford Fire Insurance Co., 536, 539 

Harvard Economic Service, 799, 802, 
811, 868-870 

Harvard Index, of General Business 
Conditions, 826, 828 


INDEX 


Harvard Index (continued) 
of the Volume of Manufacture, 799 
Hepburn Act, 451-452 
Hill, James J., 264 
Hocking Valley, 458, 470, 472 
Holding companies, 121, 122, 386-391, 
395-396 
financial analysis of, 403-420 
Home Insurance Co., 536, 539 
Houston, East & West Texas Railway, 
176 (note) 
Hoydenpyl-Hardy & Co., Inc., 388 
Hudson County, debt of, 663 


I 


Illinois Central, 472, 512 
Illinois, debts of, 633 
Income account, 271, 292-295, 301-304, 
408-412, 489-492 
Income, a primary quality of a se- 
curity, 116-118 
Income, current versus future, 84-86 
Income, national, in United States, 27 
Income taxes, see Taxes, income 
Incomes, personal, distribution of, in 
United States, 30 
Indenture, 174 
Indexes, business, 
795-798 
Indexes, of business activity, 808-810 
of employment, 804-806 
of prices, 810-811 
of production, 799-804 
of trade and distribution, 806-810 
Indiana, debts of, 633 
Industrial companies, business risk in, 
277-281 
earnings of, 65-69, 244 
Industrial Revolution, 3 
Industrial securities, financial analysis 


interpretation of, 


of, 282-345 
first importance of, 12 
Industrial stocks, ratio earnings to 


market price, 76-78 
Inheritance taxes, see Taxes, inheri- 
tance 
Installment selling, capital demands 
of, 50 
Insull Group, 388, 420 
Insurance companies, 21, 33, 34, 122, 
524-539 
fire, financial analysis of, 534-539 
general, 533-534 
investments of, 102 
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Insurance companies (continued) 
life, description, 525-527 
financial analysis, 527-533 
Insurance companies, life, investments 
of, 100, 101 
Insurance Company of North America, 
536, 538, 539 
Insurance, endowment, 82-83 
Insurance, life, function in investment 
policy, 81-83 
straight life, 82 
Insurance stocks, 85, 524-539 
Interborough Metropolitan Company, 
172, 220 (note) 
Interborough Rapid Transit Company, 
172, 436 (note), 439 
Interest, compared with profits, 64, 74 
compound, computation of, 718 
definition, 53 
Interest rate, 37-38, 53-58, 846-847 
factors affecting, 59-61 
geographical variation in, 61-64 
in industrial enterprises, 65-69 
in national banks, 72-73 
in public utilities, 71-72 
in railroads, 69-71 
in United States, 56-58 
normal, 54-55 
on commercial paper, 600 
on government bonds, 56-58, 597, 600 
on railroad bonds, 600 
pure, 54-55 
relation to security prices, 870-871 
Interest theory, 17, 18, 53-54 
International finance, position of 
United States in, 689-694 
International Mercantile Marine Com- 
pany, 221 
International trade, theory of, 694-697 
Interpolation, of bond tables, 726-733 
Interstate Commerce Commission, 354, 
450-467, 513, 813 
Inventory turnover, 318-319 
Investing, compared with 
14-15 
compared with speculating, 15-16 
definition, 6 
relation to saving, 6-7 
Investment, amount earned on, 312- 
314 
dependence on established order, r9— 
20 
early forms, 8-9 
fundamental principles, 7-8 


gambling, 
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Investment, mathematics of, 717-744 
mechanics of, 745-764 
scope of science, 12-13 
social aspect of, 8 
Investment banker, 22, 23, 745, 757-760 
Investment forecasting, 863-872 
Investment information, sources of, 
760-764 
Investment Managers Company, 556 
Investment policy, determination of, 
81-111 
Investment services, 761-764 
Investment trusts, 122, 266, 540-559 
cost of raising capital for, 555-556 
definition, 540 
fixed or limited management, 543- 
546, 553, 555 
future of, 558-559 
management or discretionary, 546- 
547) 554) 555 
origin and development, 540-543 
published reports, 557-558 
trust indenture, 553-554. 
Investments, relation to the business 
cycle, 792-872, see also Cycles, 
business 
Iron Age, 764-803 
Iron and steel industry, capital em- 
ployed in, 449 
Tron Trade Review, 803 


J 


Johnson table, 723-725 
Jones & Laughlin Steel Co., 155, 189, 
193 
Joint Stock Land Banks, 619-623 
mortgages foreclosed by, 621-623 
payments of dividends by, 622-623 
(note) 


K 


Kansas City Birmingham, 472 

Kansas City Southern, 458, 473 
Kilburn Mills, 341-343 

Knight, B. B. & R., 228 (note) 

Kresge, S. S., 85 (note), 280, 313-314 


L 


Labor Conditions, effect of on industry, 
285-286, see also Employment 

Lake Shore, 469 

Land trust certificates, 591-593 


INDEX 


Law, John, 10 

Lehigh Power Securities Corporation, 
387, 412, 416, 418 

Lehigh Valley, 472, 479, 481, 484 

Levant Company, 9 

Liabilities, 300-301 

Liberty loans, 601-605 

Liggett & Myers, 280 

Liquid funds, 89, 90 

Liquid position, maintenance of to pro- 
tect preferred stock, 224, 225 

Liquidity, of investments, 108-109 

Little, A. E. Co., 228 (note) 


_Load factor, in public utilities, 377- 


379 
Loan deposit ratio, 820-821 


Loans, building or construction, 589- 
590 

Loans, broker’s, relation of, to stock 
prices, 857-859 

Long Island Railroad, 486 

Loree System, 473 

Lorillard, P., 280 

Lottery loans, 712 

Louisiana, debts of, 635-636 

Louisville & Nashville, 471 


M 


Mackay companies, 447 

Magazine of Wall Street, 76x 

Maine Central, 470 

Management, 263-267, 523-524 

Mann-Elkins Act, 452-455 

Margin transactions, 750-752 

Marketability, effect on interest rates, 
59-61 

importance to investor, 108, 109, 118, 

119 

Market price of common stock, relation 
to earnings, 76-79 

Maryland Casualty Company, 586, 587, 
588 

Maryland, debts of, 632 

Massachusetts, expenditures and rey- 
enues, 646-647 

maturities of municipal bonds, 663- 

665 

Mathematics of investment, 717-744 

Maturity, a secondary quality of a se- 
curity, 119, 120 

Mechanics liens, 590 

Mechanics of investment, 745-764 

Melville, Daniel, 420 


INDEX 


Merchandising stocks, prices of, 838 
Michigan Central, 469 
Michigan, debts of, 632 
Middle West Utilities Company, 388 
Midland Steel Products Company, 226 
Midland Utilities Company, 388 
Milwaukee Electric Railway, 157 
Mines Handbook, 764 
Mining royalties, 298 
Minnesota, debts of, 534 
Mississippi, debts of, 633, 635-636 
Mississippi Bubble, 10 
Mississippi River Power 
404 (note) 
Missouri, debts, 636 
economic resources, 645 
Missouri Edison Electric Company, 166 
(note) 
Missouri-Kansas-Texas, 162, 163 (note), 
187, 458, 473, 484 
Missouri Pacific, 473, 476, 477, 482, 484 
Mohawk and Hudson, 11 
Monopoly, tendency of public utilities 
toward, 351-353 
tendency of railroads toward, 449- 
451 
Moody’s analyses of investments, 762 
Moran v. U. S. Cast Iron Pipe and 
Foundry Company, 218 
Mortgage bonds, see Bonds, mortgage 
Mortgage companies, 265-266, 585-589 
Mortgage, corporate, 150-158 
definition, 143 
farm, 49, 608 
foreclosure, 148-150, 562-563 
instrument, reproduction of, 144-148 
note, 564-566 
operation of, 148-158 
purpose, 148-149 
senior, closed and open end, 156-158 
Mortgage Security Corporation of 
America, 585-588 
Mortgages, real estate, ror, 
148, 560-589 
appraisal of property, see Appraisal 
bonds secured by, 581-589 
details in handling, 566-568 
leasehold, 580-581 
methods of safeguarding, 577-578 
provision for retirement, 584-585 
second, 578-579 
split, 579-580 
Municipal analysis card, 680-684 
Municipal bonds, 627-631, 649-684 


Company, 


103, 144- 
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Municipal bonds (continued) 
effect of local industries on, 672-673 
financial analysis of, 672-684 
legality of, 653-660 
methods of floating, 660-662 
Municipal bonds, maturities, 669-672 
per capita, 676-678 
purposes, 667-669 
ratio net debt to assessed valuation, 
673-676 
regulation of, 649-653 
relation to revenues and expenses, 
678-680 
relation to tax rate, 680 
tax exemption of, 684 
yield, 684, 846 
Municipal districts, bonds of, 663-665 
Municipalities, how created, 649 
debt limitations of, 654-655 
types of, 662-663 
Muscle Shoals, Birmingham and Pen- 
sacola, 472 
Mutual Investment Company, 556 
N 
Nash, 335-340 
National City Bank, 515 (note) 
National Electric Power Co., 412, 416, 
418 
National Farm Loan Associations, 612- 
613 
National Industrial Conference Board, 
811 
National Power & Light Co., 387, 412, 
416, 418 
National Public Service Co., 412, 416, 
418 
National Surety Company, 586, 587, 5388 
Net Quick Assets, 319-320 
New England states, debts of, 632 
New Jersey, regulation of municipal 
borrowing by, 649-653 
legality of municipal bonds of, 659 
New York Central, 164 (note) 264, 
469, 476, 477, 478, 482, 483, 484 
485, 508, 509, 512 
New York, Chicago & St. Louis, 458, 
* 483 
New York Clearing House Association, 
815 
New York Curb Exchange, 756-757 
New York & Erie, 165 
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New York Evening Post, 760 
New York Hearld-Tribune, 760 
New York, legality of municipal bonds 
of, 659 
New York, New Haven and Hartford, 
110, 140 (note), 177 (note), 178, 
183 (note), 197, 198, 199, 264, 
470, 477, 479, 480, 484, 485, 486, 
508, 512 
New York, Ontario & Western, 472 
New York plan, for equipment obliga- 
tions, 169 
New York & Queens Electric Light & 
Power Co., 398 
New York State, debts of, 632 
New York State Employment Index, 
806 
New York Stock Exchange, 753-756 
foreign countries whose obligations 
listed on, 705-709 
listing requirements for, 754-756 
membership, 754 
organization of, 754 
ticker service of, 756 
New York Sun, 760 
New York Telephone Company, 446 
New York Times, 760 
Nicholson, S. F., 229 
INickeal sigViews Nee Veer ae. Sch Vie Renee 
Company, 218 
Nickel Plate, 470, 472, 483 
Norfolk & Western, 472, 477, 479, 485, 
512 
North American Co., 166, 323 (note), 
388, 404 (note), 412, 416, 418 
North Carolina, debts of, 635-636 
North Dakota, borrowing of, 641 
Northern Ohio Power Co., 388 
Northern Pacific, 474, 479, 498, 500, 
504 
Northern Railroad of New Hampshire, 
177 (note) 
of New Jersey, 177 (note) 
Northern States Power, 388 





O 
Old Colony Railroad, 178 
Operating ratio, 272, 315-316, 331, 
402, 412, 430, 435, 437, 466, 494- 
497 


Organization within industry, 286-287 
Otis Steel, 228 (note) 
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12) 


Pacific Light and Power Company, 155 
Pacific Telephone and Telegraph Com- 
pany, 446 
Packard Company, 69, 335-340 
Panama, bonds of, 7o1 
Par value, 232-237 
Pathé Exchange, 201-202 
Pennsylvania, debts of, 632 
four mill tax, 787 
Pennsylvania Railroad, 467, 469, 471 
(note), 478, 483, 484, 486, 508, 
512 
Pere Marquette, 458, 466, 470, 480-481, 
483 
Petroleum Age, 764 
Philadelphia Company, 412, 416, 418 
Philadelphia plan for equipment se- 
curities, 166-169 
Philadelphia Rapid Transit Company, 
171 , 
Philadelphia Stock Exchange, 757 
Phoenix Insurance Company, 536, 539 
Pierson Bond Act, 649-653, 659 
Pig iron production, 797, 803 
Plant turnover, 316-317 
Poland, bonds of, 7or 
Pools, 859-862 
Poor’s Service, 763 
Postal Telegraph, 444, 447 
Postum Cereal Company, 280 
Preferred stock, see Stock, preferred 
Price level, changes in, effect on bonds, 
91-96, 852-854 
effect on callable bonds, 194-195 
effect on common stock, 91-96, 242, 
792, 833, 834, 840, 850-852 
effect on convertible bonds, 197 
effect on industrial companies, 279 
effect on mortgagee, 577 
effect on preferred stockholder, 211 
effect on railroad earnings, 455, 465- 
466 
effect on stabilized bonds, 202-204 
hedging against, 91-96 
Prices, indexes of, 810-811 
Production, indexes of, 799-804 
Profits, compared with interest, 64, 74 
corporate, outside factors affecting, 
792-794 
of industrial companies, 65-69, 792 
relation of. to risk, 90-91 
Proprietorship accounts, see Accounts, 
proprietorship 
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INDEX 


Prosperity, 825 
Providence and Worcester Railroad, 
177 (note) 
Public Service Company of Northern 
Illinois, 388 
Public Service Corporation of New 
Jersey, 388, 412, 416, 418 
Public utilities 
S@nker control of, 389-390 
business risk in, 273-276 
capitalization and output, 377 
commissions, 354-377 
customer ownership of, 383-384 
desirability of municipal operation, 
668-669 
early importance of securities of, 12 
earnings of, 71-72 
effect of, on demand for capital, 39 
fair return on fair value, 368-369, 
375-376 
franchises, 348-351 
holding company control of, 386-391, 
395-396, 403-420 
investment consideration of special 
classes of, 393-447 
investment status, 391-392 
load factor, 377-379 
monopolistic tendencies of, 351-353 
open end mortgages of, 158 
public ownership of, 383 
public regu'‘ation of, 346-377 
rate regulation, 355-377 
rate structures, 379-383 
regulation of accounting, 371 
of competition among, 372 
of security issues, 369-372 
of service, 371 
right to judicial review, 353-35 + 
stocks, ratio of earnings to market 
price, 78 
tests of development, 384-386 
total investment in, 346 (note), 449 
valuation of, 356-369 
Purchase warrants, 201-202 


R 
Railroads, 
analysis of financial statements of, 
488-509 


business risk in, 276-277 
capitalization of, 464-465, 507-509 
commission control of, 450-464 
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Railroads (continued) 
condition of equipment of, 467 
consolidations of, 457-458 
credit of, 455-456 
earnings of, 69-71, 449, 453-457 


465-466 
effect of, on demand for capital, 39 
financial analysis of, balance sheet, 
504-509 
bonds, 509-511 
common stock, 512-513 
income account, 489-502 
gross and net income, 501-502 
maintenance expenses, 497-500 
non-operating revenues and ex- 
penses, 501 
operating and maintenance ratios, 
493-497 
operating revenues per mile of 
track, 492-493 
preferred stock, 511-512 
revenues per ton mile of traffic, 
484-485 
trafic density, 482-484, 486-487 
traffic statistics, 502-504 
freight and passenger trafic com- 
pared, 485-488 
freight cars handled, 462 
freight classification territories of, 
469 
gross revenues of, 813 
monopolistic tendencies of, 449-450 
net income of, 465-466 
operating expenses of, 465-466 
operating ratios of, 466 
rates of, 453-456, 462 
revenues per ton mile of traffic, 484- 
485 
revenue tonnage of, 813 
sources of data concerning, 466-468 
territorial survey of major systems 
coalers, 
anthracite, 472 
bituminous, 472 
New England lines, 470 
South Central and Southwestern 
lines, 472-474 
Southeastern lines, 471-472 
Trunk lines, 469-470 
Western and Northwestern lines, 
474-475 
valuation of, 453, 459-460, 506-507 
wages of, 461-462 
weekly car loadings of, $13 
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Railroad accounts, control of, by In- 
terstate Commerce Commission, 
458-459,- 488 

Railroad industry, capital requirements 
of, 448-449 

Railroad securities, analysis of, 476-514 

control of by Interstate Commerce 
Commission, 458, 463-464 

general, 448-475 

importance of, 11, 12, 448 

Railroad stock prices and the business 
cycle, 841~844, 851-852 

Railroad stocks, ratio earnings to mar- 
ket price, 76-77 

Railroad systems, territorial survey of, 
468-475 

Railway Age, 764 

Railway transportation, a measure of 
business activity, 813 

Railways, Electric, capitalization and 
output of, 337 (note) 

capital structure of, 437 

costs of operation, 434, 437 

earnings of, 435-437 

effect of automobiles on, 432-434 

financial analysis of, 435-438 

operating ratios of, 435, 437 

present situation of, 431, 434 

rates of, 435 

rate structures of, 382-383 

receiverships of, 431-432 

tests of development of, 
434-438 

total investment in, 346 (note) 

Railway Labor Board, 461-462 

Rand Kardex Co., 202-204 

Rate regulation, of public utilities, 
SI Sl 

of railroads, 453-456, 462 

Rate structures, of public utilities, 
379-383 

Ratio, operating, see Operating ratio 

Ratios, use of, in financial analysis, 
304-340, 398-419 

Raw materials, sources of, effect on 
industrial securities, 283-285 

Ray Consolidated, 94 

Reading, 472-479 

Real Estate, 85, 86 

appraisal of, see Appraisal 

bonds, see Bonds, real estate 
changes in value of, 576-577 
investments secured by, 560-593 
mortgage, see Mortgages, real estate 


384-386, 
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Receivership, effect of, on secured 
bonds, 159-160 

Receivers’ certificates, 175 

Recovery, 824 

Rents, 141 

Reorganization, effect of, on unsecured 
bondholders, 180-182 

issue of preferred stock under, 206 

Republic Iron & Steel, 316 (note), 320 
(note) 

Reserves, 291-292, 299 

Return, fair, on fair value of public 
utilities, 368-369 

Revenues, gross, 271-293 

Richmond, Fredericksburg & Potomac, 
471 

Richmond Hosiery Mills, 224 

Richmond-Washington Co., 471 (note) 

Rights, subscription, 245-248 


_ Ripley, W. Z., 457 


Risk, 54, 58, 90, 91, 109, x11, 116-118, 
270-281, 283-286 
Rubber, prices of, 283-285 
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Saving, importance of, to capital ac- 
cumulation, 5, 18 
importance of, to national prosperity, 
5, 6, 7 
principal sources of, 26-36 
relation to investing, 6, 7 
Savings, changes in distribution of, 
28-30 
corporate, 31-32 
dependence on established order, 19- 


20 
dependence on financial system, 21- 
22, 32-35 
dependence on stable currency, 20- 
21 
estimated amount in United States, 
27 


relation, to bond prices, 853-854 
to national income, 18, 19, 26, 27 
to thrift, 25 
Schulte Retail Stores, 323 (note) 
Seaboard Air Line, 186, 471 
Sears Roebuck, 832 
Seasonal variation, 795-796 
Secular trend, 796-797 
of security prices, 848-854 
Securities, classification, 115-142, 831- 
833 


INDEX 


Securities (continued) 
complexity of kinds, 14 
convertible, mathematics of, 739-741 
flotation of new, 13, 40 
outstanding in United States, 12 
price movements, 829-862 
cyclical, 830 
daily, 829 
relation to interest rates, 870-871 
seasonal variation in, 830-831 
secular trend of, 830, 848-854 
Securities, sources of, 120-122 
tax exempt, see Tax exempt securi- 
ties 
Securities Management Company, 556 
Servel Corporation, 238 
Short selling, 749-750 
Sinking fund, 184, 298, 669-670, 711- 
712 
South Carolina, debts of, 636 
Southeastern Power and Light Com- 
pany, 387 
Southern New England Telephone and 
Telegraph Company, 446 
Southern Pacific Railroad, 176 (note), 


473 
Southern Railway, 215-217, 467, 471, 
484, 512 


Spicer Manufacturing Company, 212 
Sprague Tables, 725-730 
Stamford, Conn., financial statistics of, 
679-680 
Standard Gas and Electric Company, 
116, 388, 412, 416, 418 
Standard Investing Company, 555 
Standard Oil of New Jersey, 228 
Standard Statistics Company, 761-762 
index of industrial of production, 
801-802 
State bonds, 627-648 
market for, 648 
taxation of, 647-648 
tests of, 642-647 
yield on, 648 
See also, Debts, of states of United 
States 
tatements, financial, 287-313 
ctates, of United States, debts of, see 
Debts, of states of United States 
States, of United States, history of 
credit of, 631-638 
tests of credit of, 642-647 
Statute of limitations, 658-659 
Steel stocks, prices of, 838 
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Steel, uses of, 839 

St. Louis-San Francisco Railway, 472, 
512 

St Louis Southwestern Railway, 458, 
473 

Stock, amounts issued, 208 

Stock, common, 122-123, 230-258, 515- 


524 

as investments for trust funds, 99— 
100 

as long term investments, 93-96, 249- 
258 


Class A, 237-241 

Class B, 237-241 

classification of, 125 

earnings compared with dividends, 


$2950 313. 323 

earnings per share, 311, 322-325, 
403, 415-417 

enhancement of value of, 313-314, 
855 


market value of, 76-79, 245-250, 306, 
322-324, 332-333, 792, 849-850 
no par, 233-237 
place of, in investment program, 84 
relation between book and market 
value of, 332 
return on, 75-79, 332 
voting and non-voting, 123, 237-241 
Stock, equity behind, 306 
Stock Exchange, New York, see New 
York Stock Exchange 
Stock Exchanges, 753-757 
Stock, guaranteed, 177 
Stock, loans of, 750 
Stock market, as a business forecaster, 
835-841 
Stock, orders to buy and sell, 748-749 
Stock, preferred, 123-126, 206-229 
advantages of, to corporation, 207, 
209 
as to assets, 221-222 
callable and non callable, 124-125, 
222-223 
classification of, 126 
convertible, 225-226 
cumulative and non-cumulative, 124, 
214-229 
dividend requirements, 308-311 
first and second, 124 
participating, 125, 225, 226 
redeemable, 222-223 
return on, 74, 75, 210, 211, 229 
versus bonds, 213-214 


914 


Stock (continued) 
voting rights of, 125, 223, 224 
Stock, prices of, 323-324, 831, 833-834, 
848-852, 855-856, 857-859 
transfer, 746-748 
Stockholders, numbers 
States, 29 
risks of, 116-118 
Stone and Webster, 264, 387, 420 
St. Paul Fire and Marine Insurance 
Company, 536, 539 
Strain (Financial), 825 
Studebaker Corporation, 69, 335-340 
Styles, changes in, effect on industrial 
companies, 278 
Subscription rights, 
741-742 ; 
Succession taxes, see Taxes, succession 
Sugar companies, financial analysis of, 
343-345 
Sugar stocks, prices of, 837-838 
Surety companies, as guarantors of 
mortgages, 586-588 
Surplus, 301 
Survey of Current Business indexes of 
business activity, 799-S0o 


of, in United 


of, 


mathematics 
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Tacoma Gas & Electric Co., 164 (note) 
Tampa Electric, 323 (note) 
Tariff, effect of, on investments, 287 
Taxation, double, 782-784, 789-791 
effect of, on investment policies, 765— 
791 
of intangibles, 786-791 
of state bonds, 647-648 
Taxes, ‘classification of, 765 
classified property, 786-791 
estate, federal, 776-779 
federal, 766-775, 776-779, 785 
foreign, 765-766 
general property, 786 
inheritance state, 780-785 
inheritance, social consequences of, 
785 
limitation of, 630-631 
multiple inheritance, 782-784 
on security issues, 785 
state, 775, 780-784, 786-791 
succession, 776-785 
transfer, 746, 785-786 
Taxes, Income, effect of, on corporate 
dividend policies, 774-775 


| 
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Taxes (continued) 
effect of, on security yields, 770-773 
effect of, on stock investments, 773—- 
774 
Federal, 766-775 
State, 775 
Tax exempt securities, 42, 
119, 603-604, 771-773 
Tax-free covenant, 787-788 
Telephone companies, 444-446 
rate structures of, 381 
total investment in, 346 (note) 
Tennessee, ratio of debt to assessed 
value of, 644 
Texas, debts of, 635 
Texas Gulf Sulphur Company, 279 
Textile companies, financial analysis 
of, 340-343 
Textile stocks, prices of, 837 
Thrift, relation of, to savings, 25 
Tickers, 756 
Time series, definition of, 795 
combinations of, 797-798 
Toledo & Cincinnati Railroad, 
(note) 
Trade, indexes of, 806-810 
Trading on the equity, 267-273 
Transportation Act of 1920, 456-458, 
461-462, 501-506 
Travelers’ Insurance Company, analy- 
sis of, 530-532 
Trust Company, as trustee, 152, 153 
Trustee, 152-154 
Trust funds, effect of legal invest- 
ments for on interest rate, 59 
legal control over investments of, 
96-98 
investments for, 96-100 
problems in administration of, 96- 
100 
Trusts, Business or Express, 100 
Trusts, life tenant and remainderman, 
98-100 
investment, see Investment trusts 


106, 107, 


177 


U 


Uniform stock transfer law, 748 

Union Electric Light & Power Co. of 
Missouri, 166 (note) 

Union Pacific, 472, 474, 512 

United Fruit Co.,>228, 264 

United Gas & Electric Corporation, 
387 
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United Gas & Improvement Company, 
386 

United Light & Power Corporation, 
238, 412, 416, 418 


United States Cast Iron Pipe, 320 
(note) 

United States, foreign loans of, 691- 
694 


foreign trade of, 690, 697 
future of, as a creditor nation, 696- 
697 
history of debt of, 595-597, 601-603 
imports of gold, 691 
position in international 
689-694 
United States Rubber, 94 
United States Steel Corporation, 90, 
94, 228, 229, 283 
analysis of, 295-313, 803, 832, 839, 
840 
Utah Copper, 94 
Utilities Power & Light Co., 412, 416, 
418 


finance, 
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Valuation Act, 453, 459-460 

Valuation, of public utilities, 356-369 

Values of securities, computations of, 
717-724, 730-732 

Vanderbilt, 264 

Victory notes, 601-605 

Virginia Carolina Chemical, 181 

Virginia, debts of, 635-636 

Virginia-West Virginia debt contro- 
versy, 637-638 
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Wabash Railway Company, 490-492, 
504-508 

Wall Street Journal, 760 

Wamsutta Mills, 341-343 

Waterbury, Conn., flotation of munici- 
pal bonds by, 660-661 

Water companies, 440-444 

Wealth, value of, in U. S., 12, 13 

changes in distribution of, 28-30 

Watson Parker Bill, 462 

Western Electric Co., 445 

Western Pacific, 473 

Western Union Telegraph Co., 444, 
446-447 

Westinghouse Air Brake, 242-244, 264, 
320 (note) 

Westinghouse Electric & Manufactur- 
ing Co., 193 

West Virginia, debt controversy with 
Virginia, 637-638 

White, J. G. Company, 388 

White & Kemble railroad atlas, 764 

Whitman Mills, 341-343 

Willys-Overland Co., 219-220 

Winchester Co., 224, 228 (note) 

Woolworth, F. W. Co., 85, 86, 224, 


280 
Wyoming, ratio of debt to assessed 
value of, 644 


NG 


Yields of securities, computation of, 
717-730, 734-740 

Youngstown Steel, 316 (note), 320 
(note) 
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